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INTRODUCTION
TO THE POULTRY INDUSTRY

The purpose of this guide is to highlight issues that are specific to or have a large impact on the
poultry industry. Most of the issues in this guide relate directly to the major companies rather
than the individual farmers. However, one chapter has been devoted to the issues normally
found in conjunction with a poultry grower audit. For more general issues concerning individual
farmers, please refer to the MSSP Grain Farmers (3149-122), TPDS #83960J.

The poultry industry has come a long way from the individual farmer hand raising a small
number of birds. It is dominated by multi-million dollar vertically integrated corporations that
contract with individual farmers to grow company owned birds under strict company guidelines.
The United States is a large player in this industry but it is by no means the top producer.

There are several specialized segments of the poultry industry which require different techniques
and knowledge of the examining officer. The following is a brief outline of these segments as
they exist in the chicken and turkey industries and to a lesser degree in the duck and geese
industry.

CHICKENS

The poultry industry is dominated by the chicken companies, some of which are also major
players in the turkey markets. Most of these companies are fully or partially integrated;
encompassing the breeding, growing, processing, and marketing of chicken and turkey products.
However, some companies specialize. For example, there are companies that deal only with
primary breeders, companies that deal in table eggs and layers, and companies whose primary
business is selling live broilers.

Primary Breeders

The first step in poultry production is normally the primary breeder company that invests heavily
in research and genetic engineering. They spend considerable time and effort in upgrading their
selective gene pools in order to provide the major broiler companies with faster growing, more
efficient birds. Efficiency is based on the bird's ability to convert feed to weight; its feed
conversion ratio.

As part of the primary breeder company's research, flocks are produced which are not for sale as
fully developed breeders and thus must be slaughtered. Since many of these companies do not
have slaughter facilities they contract this service through processing companies with strict
controls designed to keep specific gene pool information a secret.
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Primary breeders are the grandparent stock which produce the breeder eggs. These eggs are
taken to hatcheries, which are normally company owned, and hatched into the basic breeder
chicks for sale to the producer companies. Many primary breeder companies will only sell
hatched chicks rather than eggs for security and quality control reasons. Some of these
companies are fully or partially owned by a larger chicken producer.

Breeders

Most of the major chicken producers purchase regular breeder chicks or eggs from the primary
breeder companies. Which company they purchase from depends on the size of bird they need
as well as any special qualities they are looking for in the finished product. It is not unusual for
producers to purchase one strain of hens to be bred with a different strain of rooster in order to
produce a particular type of broiler chick. Some producers also maintain a few primary breeder
flocks as well as purchasing outside breeder chicks.

Breeder chicks are placed in pullet houses and raised until approximately 20 weeks of age. At
that time they are placed in wooden cages which are stacked on semi-trailers, and moved to
breeder houses where they will remain during the 40 week laying cycle. Within 4 weeks of
being placed in the breeder houses, the hens will begin producing enough eggs to make it
profitable for the company to haul the eggs to their hatcheries. This is typically 50 percent
production or one egg every other day. From age 0 to 24 weeks, birds are considered pullets.
From 24 weeks on they are full-fledged breeder hens.

The typical breeder house is 400 feet by 40 feet and houses 6,800 or more hens and 700 or more
roosters. Raised slats line each side of the house with a floor-level walkway running through the
middle. The birds are fed once each day early in the morning. Eggs are normally gathered three
times a day and stored in a cooled egg room to prevent incubation.

Due to the hen's sensitive nature it is not feasible to move a flock once laying has started without
causing a substantial, but temporary, drop in egg production. A move may cause the birds to go
into "molt" which will knock them out of the egg laying business for several weeks. Thus,
breeder flocks are seldom sold once they have been moved to the breeder houses. Any such
flock sales during a laying cycle are conducted as a sale of the contract in order to avoid moving
the flock.

It is possible to keep a breeder flock after a regular laying cycle, allow it to go through a molt,
and carry it through a second laying cycle. This is not a normal practice due to the decreased
egg production versus the costs of a second cycle. However, it is a much more typical practice
with primary breeders.

At the end of each laying cycle the breeder house is cleaned out, sprayed, and new sawdust is

spread in preparation for the next flock. The old litter can be used or sold by the grower as
fertilizer.
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Primary breeders and breeders weigh from 7 to 9 lbs. at maturity. Their meat is not as tender as
the broilers and it is typically used in soups or similar products.
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Broilers

Broilers are the main meat producing bird for the poultry industry. Broiler eggs are picked up
from the breeder houses twice a week, and delivered to the hatcheries. The incubation period
typically runs 21 days. The resulting broiler chicks are placed in grow-out facilities, where they
are fed, watered, and medicated under strict company guidelines intended to maximize their
weight to feed ratio.

The grow-out houses for broilers and pullets are very similar. Like breeder houses they are
typically 400 feet by 40 feet steel truss, open span buildings. Some buildings have wire mesh
windows that run the entire length on each side and are covered by heavy-duty curtains that can
be raised or lowered for temperature control. Fans, foggers, and gas stoves are placed
throughout the houses to help keep the temperature at productive levels.

There are three basic types of flocks for broiler purposes. Mixed flocks are the typical broiler
flock containing males and females. These flocks are normally grown to approximately 3.8 Ibs.
through 4.4 Ibs. An all-female flock is raised when smaller weight is desirable since the females
tend to out perform the males in the earlier stages. Typically, an all female flock is raised to be
sold as Cornish hens with weights up to 2.2 Ibs. Flocks containing all males are used when
larger birds, normally over 4.8 1bs., are needed due to their ability to outperform the females in
obtaining the larger weights.

Layers

These are very specialized birds that have been bred to be finely honed egg producing animals
and are very different from the breeder lines. They produce the table eggs sold in stores.
Current layers weigh approximately 3 pounds and would fit in the palm of your hand. The lack
of extra weight keeps feed from being diverted to muscle upkeep and away from egg laying.
This efficiency results in approximately 280 eggs per bird each year. Unlike breeders, it has
been profitable for companies to hold the layer flocks through at least one molt period and a
second laying cycle.

Like their breeder counterparts, chicks (pullets) are placed in pullet houses until they are
approximately 21 weeks of age at which time they are moved to layer houses. These houses are
vastly different from, and much more expensive than, breeder houses. The hens are housed in
stacked cages with 2 to 10 hens per cage. The houses are fully automated to provide a constant
supply of feed and water to each cage and to maintain environmental control. Eggs are collected
by conveyor belts that run from the cages to the egg room where they are sorted and packaged.

Once the birds are no longer valuable as layers they have little value for any other purpose.

They are too small to contain much usable meat and are normally sold for much less per pound
than breeder hens.
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TURKEYS

There are several differences between the chicken and turkey industries that should be noted.
One main difference is the turkey industries' use of artificial insemination. Unlike breeder
chicken flocks where hens and roosters are housed together, breeder turkey hens are housed
separate from breeder turkey toms and all fertilization takes place artificially. Breeder hens
reach a marketable production stage at 30 to 32 weeks, lay for an average of 24 weeks, and
produce an average of 70 eggs per hen. At the end of their laying cycle these birds can be
processed as regular meat turkeys. This is very different from the chicken breeders that have a
lower meat value at the end of their cycle than the broilers.

Meat turkeys are raised for 14 to 17 weeks with tom turkeys being raised longer than hens. The
toms gain weight much faster than hens, and have a higher conversion of feed to meat ratio.
Given this difference tom eggs have a higher market value than the hen eggs. Overall, turkey
eggs are relatively expensive due, in part, to the low number of eggs produced by each hen
during the laying cycle.

Most turkey farms maintain three separate grow-out houses that are connected by enclosed
walkways. Each house is progressively larger to accommodate the turkeys as they progress from
a chick to a mature size. Thus each unit of three houses contains three flocks at staggered levels
of growth.

Most of the facilities used to house the different chicken and turkey flocks are owned by
independent farmers who operate under contract with the poultry companies. The farm owners
provide the facilities, utilities, and labor. The companies supply the poultry, feed, veterinary,
technical, and catch and haul services. Since the companies do not own the facilities they can
and have sold the contracts, thus allowing the flocks to remain in place until they reach maturity
or finish laying.

What is provided by the company versus furnished by the farmer can be different for each
company. The contracts covering each type of flock arrangement are very detailed in nature and
outline each party's responsibility.

SUPPORT OPERATIONS

To supply the feed required by the numerous flocks the poultry companies have strategically
located feed mills to service its contract growers. These company-owned feed mills seldom have
any outside sales. They are devoted to buying, mixing, and delivering feed for the internal
operations.

Hatcheries are also located throughout the company's major locations. They are used to hatch

eggs received from the company breeder flocks. If the company experiences an oversupply of
broiler eggs they will normally sell the eggs rather than try to sell the hatched broiler chicks.
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DUCKS

This industry was started in Suffolk County on Long Island, NY and has now spread to a few
other areas in the United States. Grow out houses are often partitioned to allow the birds to be
started at one end of the house and moved along as they grow until they are ready for market.
The average market age is 7 weeks at a weight of 7 pounds. The chicks are started inside and
moved to outside runs between the age of 3 to 4 weeks.

GEESE

Small farms are the norm for geese production with flocks of 100 to 300. Most of the flocks are
range grown and require little care after the first few weeks. Although goose is still a specialty
food in the United States, there has been an increasing demand for goose down in the recent
years.
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Exhibit 1

BROILER CHICKEN LIFE LINE

Foundation Stock
Great Grandparent

Primary Breeder
Grandparent Stock

Breeder Eggs
21 day incubation period

| Breeder Chick |

Pullet
0 to 20 weeks

Breeder
Parent Stock
0 to 64 weeks approx.

Broiler Eggs
21 day incubation

[ Broiler Chick
Cornish Finished Broiler Other Specialty
Less than 3.81bs 3.81bs to 4.71bs Greater than 4.71bs

Broiler Chicken Life Line 1
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Flock Movement

Exhibit 2

Breeder Chick
Purchased or Hatched

1]

Pullet House
0 - 20 weeks old
2 |
Breeder House
20 - 60 weeks old
approximately
3| 2 |
Broiler Eggsto Hatchery Spent Flocks
21 day Incubation Sold or Processed
1
Broiler Chick to Broiler House
Up to 58 Days
2
Processing Plant 1 Transported by Converted Buses
2 Transported in Cages by Semi’s
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2

Transported by Refrigerated Egg
Trucks
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Processing Division

Farm

Processing Plant

Exhibit 3

Slaughter

Waste

Further Sale as
Processing Whole or
Plant Cut up Fryer
Sale as Nuggets,

deboned, breaded,
or cooked meat i.c.
fajita chicken etc.

Offal Facility

Feathers,
Blood,
Beaks, Etc.

Water

Water
Recyled

Protein Plant

Waste Water Treatment

Facility

Pet Food

City
Water System

It is not unusual for the Processing Plant to perform some further processing activities in addition to its
3123-013
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regular slaughtering functions.
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Chapter 1
IRC SECTION 447 — ACCRUAL VS. CASH

CONTENTS
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Summary

INTRODUCTION

Due to its dependence on nature, farming is a highly risky business that
calls for extremely large capital outlays. To compensate for these risks,
as well as to preserve this important industry, Congress has granted
special status to farmers ranging from farm subsidy payments to unique
tax rules.

PRIOR LAV

As early as 1919 regulations outlined the freedom of farmers to select
either the cash or accrual method. The regulations further allowed
farmers to take a current deduction for expenses incurred in the raising
of crops and animals. Treas. Reg. section 1.471-6(a) still provides that:

A farmer may make his return upon an inventory method instead of the
cash receipts and disbursements method. It is optional with the
taxpayer which of these methods of accounting is used but, having
elected one method, the option so exercised will be binding upon the
taxpayer for the year for which the option is exercised and for
subsequent years unless another method is authorized by the
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Commissioner as provided in Regulation 1.446-1(e).

Before the 1976 Tax Reform Act farmers could operate their farms as
corporations and still use the cash method of accounting. Since the
operation of non-farming activities could taint the farming business and
result in the loss of the cash election, many of the poultry companies set
up separate corporations for the different business lines. These separate
companies were normally part of the consolidated group of which only
the farming company used the cash basis of accounting. This provided
ample opportunities for the consolidated group to control the timing and
treatment of various deductions.

Example 1

The farming corporation would pay a fee to a related processing
company while retaining ownership of the birds. Since the farming
corporation is not required to keep inventories and the processing
entity would not have a finished inventory, all processing expenses
would be currently deductible.

IRC section 447, as set forth in 1976, limited the methods of accounting
available to certain corporations engaged in farming while maintaining
various exclusions. The major exception allowed corporations which
qualified as family farms under IRC section 447(c)(2) to use the cash
method of accounting. This was a substantial benefit for many of the
major farming corporations since most met the rules for family
corporations. Several of these family-farming corporations were billion
dollar public companies.

Under current law, a taxpayer need not set up separate corporations or
separate trades or businesses to make use of the cash method for farming
activities. So long as the taxpayer is not prohibited (for example, by IRC
section 447) from using the cash method for its farming activities, the
taxpayer may use the cash method for its farming activities and an
accrual method for its processing or other non-farming activities.

IRC

SECTION 447

Although IRC section 447 received several amendments over the next 10
years it wasn't until the Omnibus Budget Reconciliation Act of 1987 that
Congress responded to the increasing public outcry against the tax
benefits received under this section by some of the largest corporations
in the United States. The changes were directed at the major C
corporations that had previously qualified under the guise of family
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farms.

S corporations were not affected by the changes and may still use the
cash method of accounting no matter how large the business.
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Gross Receipts Test

Through the Omnibus Budget Reconciliation Act Congress passed IRC
section 447(c)(2) setting forth a gross receipts limitations for farming
corporations and effectively bars large farming companies from using
the cash method of accounting.

The actual test is outlined in IRC section 447(d) and contains separate
rules for regular farming corporations versus corporations that meet the
family farm rules. For regular farming corporations, each taxable year
beginning after December 31, 1975, is reviewed to determine if the
corporation (and any predecessor corporation) had gross receipts in
excess of $1 million. If any of the prior years exceeded this limit, the
corporation does not qualify to use the accrual method under IRC section
447(c) for the current year. A controlled group is treated as one
corporation for purposes of the general gross receipts test.

IRC section 447(d)(2) contains special, more favorable, rules for family
farm corporations. The gross receipts limitation is adjusted upward from
1 million to 25 million and is applied to years after December 31, 1985,
instead of December 31, 1975. It makes another concession by
providing that in the case of controlled groups, the gross receipts of the
other members of the group are taken into account only in proportion to
the fair market value of the stock of the other corporation owned by the
family corporation.

Although a farming company may initially appear to be well under the
gross receipts limitation, a one cent error in computing the per pound
market value between related corporations could result in a
understatement of millions on companies with sales of one million birds
per year. This applies a considerable amount of pressure on the
companies to hold down the selling price.

Example 2

Company XYZ's farming subsidiary used a 5 cents per pound processing
cost in converting from a processed market value to a live bird value.
When asked how the 5 cents was determined, the company put forth that
it was the "industry standard." After reviewing processing records from
the processing subsidiary actual processing costs were verified as 4-cents
per pound. This decrease in processing costs will increase the market
value of a live bird thus increasing gross receipts from farming as well as
the bird's inventory value.

Poultry companies keep extensive reports that provide the price per
pound by flock for each step of the process. Since they deal with
millions of birds each year, a half cent per bird change can be the
difference between a profit or a loss. A partial listing of potential
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records kept by the companies can be found in the Resource chapter.

The gross receipts test can be one of the most subjective limitations
under this code section. It is also the one most vulnerable to
manipulation.

Family Corporations

There are two definitions set forth under IRC section 447(d)(2)(C) for
family corporations. Under the first definition, a family corporation
means where members of the same family own at least 50 percent of the
combined voting power of all voting stock and at least 50 percent of all
other classes of stock of the corporation.

The second definition of family corporation refers back to IRC section
447(h) and provides very specific guidelines whereby companies will
qualify as a family corporation. These include minimum requirements
on the percentage of stock held by family members as well as employee
stock ownership. Further, it only applies to corporations in existence on
October 4, 1976. Most companies who are covered by this exception
will fall well within the rules. However, it should be noted that many
laws are written with specific taxpayers in mind thus there may be one or
two companies which are directly on point.

For purposes of IRC section 447 members of the same family are
broadly defined to include the individual, brothers, sisters, "the brothers
and sisters of said individual's parents and grandparents, the ancestors
and lineal descendants of any of the foregoing, spouse of any of the
forgoing, and the estate of any of the foregoing." IRC section 447(e)
goes on to outline how these rules apply to partnerships, corporations
and trusts that are shareholders in the farming corporation.

IRC section 481

Most examiners dealt with an IRC section 481(a) adjustment. IRC
section 481 outlines the adjustments necessary to prevent amounts from
being duplicated or omitted when changing accounting methods. These
adjustments are determined as of the beginning of the year of change.

The major differences encountered in moving between the cash method
and an accrual method involve accounts receivable, inventories, and
accounts payable. When a company has been on the cash method for
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many years there is a potential for substantial
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differences from an accrual method that will result in some very large
IRC section 481(a) adjustments.

These IRC section 481(a) adjustments are included in the income or
expense for the year of change. However, Congress realized the
tremendous burden this could place on taxpayers in some cases and
provided the possibility of some relief. IRC section 481(b) outlines this
relief that can result in lower taxes for some taxpayers.

Suspense Account

IRC section 447 required numerous farming corporations to switch from
the cash method to an accrual method for a taxpayer’s first taxable year
beginning after December 31, 1987. For companies that had not only
used the cash basis for many years, but had also increased in size, the
IRC section 481(a) net adjustment already built up by the beginning of
the year of change was substantial. The affected companies lobbied
strongly against bringing the entire adjustment amount into current
income, even under the special relief provisions of IRC section 481(b).
In response to these requests, Congress softened the impact considerably
by including IRC section 447(i) that defers a large portion of the
adjustment with a suspense account, but only in the case of family
corporations as defined by IRC section 447(d) described above.

The initial opening balance of the suspense account under IRC section
447(1)(2) 1s the lesser of the net IRC section 481(a) adjustment
calculated for the year of change or the net IRC section 481(a)
adjustment calculated as of the beginning of the preceding taxable year.
If the net IRC section 481 adjustment for the year of change exceeds the
adjustment for the prior year, the excess is included in the year of
change. This prevents taxpayers from arbitrarily "beefing up" their IRC
section 481(a) adjustment for the year of change.

Example 3

The tax year of Farming Corporation A, a family corporation as
defined in IRC section 447(d)(2)(C), ends on September 30 of
each year. It did not meet the exceptions under IRC section 447(c)
and accordingly was forced to change from the cash to an accrual
method of accounting. Its first tax year beginning after December
31, 1987, was the 8909 year which started on October 1, 1988. In
setting up its suspense account, it would look to the net IRC
section 481(a) adjustment as of September 30, 1988 and
September 30, 1987. If the September 30, 1987, amount is less
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than the September 30, 1988, amount (this would be the normal
situation) the September 30, 1987, amount would go into the
suspense account. The difference between the September 30,
1987, and the September 30, 1988, amounts would be included in
the tax return for the year of change, 8909.

The agent should carefully review how the Section 481(a) net adjustment
for each applicable date was calculated. If the company used a particular
inventory method for the September 30, 1987, calculations, the same
method should be used for September 30, 1988. The same type of
accounts receivable should be picked up in each year. Consistency is
very important to ensure the appropriate beginning suspense account
balance. When different methods or philosophies are employed, the
resulting numbers are not comparable. The amount in the suspense
account becomes very important if the recapture provisions are activated.

RECAPTURE RULES —

SUSPENSE ACCOUNT

Once the suspense account is established it will remain constant unless
one of the recapture provisions under IRC section 447(1) is triggered.
Any resulting reduction in the suspense account should be included, in
full, in the taxable year of the reduction.

The first recapture rule compares the gross receipts of the company for
the current year to the gross receipts for the year preceding the year of
change (or the most recent year in which a reduction was made to the
suspense account due to this gross receipts rule). If the gross receipts for
the current year are less than in the computation year, the suspense
account is reduced by a percentage equal to the percentage of the gross
receipts reduction.

Example 4

Current year gross receipts are $54 million. No reduction in the
suspense account has been required for any prior year. Gross
receipts in 8806, the year preceding the year of change, were $60
million. The suspense account currently stands at $25 million.
Under IRC section 447(i)(3) the suspense account will be reduced
by $2,500,000 which is 10 percent ($6,000,000/$60,000,000) of
the suspense account balance.
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The second recapture rule focuses on family ownership. If a family
farming corporation ceases to meet the rules for family ownership, the
full suspense account is pulled into the current year's taxable income.
IRC section 447(1)(5)(B) covers specific ownership transfers that will
not trigger recapture. These provisions substantially hinder mergers or
acquisitions of the affected farming corporations by outside parties.
Most potential buyers would be put off by the need to pull the suspense
account into income when the ownership changes.

AUDIT TECHNIQUES

¢ Since many of the farming corporations sell their finished product to
related entities the selling price should be closely reviewed to verify
how it was determined. The company should use some type of
independent source such as the Georgia Dock price quotes that are
per pound amounts based on a whole processed bird. If the company
is selling a live bird, on the farm, several adjustments to the Georgia
Dock price will be necessary to convert it to a live price which can
be used in related party sales; that is, delivery costs, processing
costs, reduction based on the live yield. These values can be verified
through invoices from third parties that performed the services or
internal records from the related corporation. The amounts paid for
delivery or processing to the related corporation should not be
considered indicative of the true cost. Both of these items are often
based on internal reasons rather than the actual value of the services
rendered.

e To verify the ownership status of a farming corporation the company stock book
should be reviewed and all shareholders should be identified. After identifying the
various owners, their relationships should be analyzed. Most problems are found
not in the individual ownership but in the sometimes tangled stock ownership by
partnerships, trusts, and other corporations.

e Any ownership changes except direct transfers to a family member should be
closely reviewed in conjunction with this Code section.
CHANGES MADE BY TAXPAYER RELIEF ACT OF 1997
TRA of 1997 substantially changes the rules regarding suspense
accounts for family farm corporations. It provides that no new suspense
accounts may be created for years ending after June 8, 1997. It also

provides for phasing out existing accounts over a 20-year period.
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SUMMARY

IRC section 447 allows the cash method of accounting to be used by
specific farming corporations. In 1987 law changes affecting IRC
section 447 forced many of the larger farming corporations from the cash
method to an accrual method of accounting. A large portion of the IRC
section 481(a) net adjustment was allowed to be deferred under IRC
section 447(1) by use of a suspense account. The deferral should be
reviewed each year in case any of the recapture rules will come into

play.

It should be noted that Sub Chapter S farming corporations are not
affected by the limitations outlined above due to an exclusion provided
in IRC section 447(c). Thus, many farming corporations have changed
to Sub S status in order to continue to use the cash method. These
entities may qualify as a farming syndicate under IRC section 464 or a
tax shelter under IRC section 448(a)(3) which have very restrictive rules
of their own although IRC section 464 has limited applicability for tax
years beginning after 1986 (IRC section 464(g)). The shareholder is also
subject to the at risk provisions of IRC section 465 and the underlying
limitations.
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CHAPTER 2"

FARM PRICE INVENTORY|
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INTRODUCTION

The audit techniques in this chapter are contained within each section to
provide a simple and quick reference for the specific type of bird.

To reduce a potentially overwhelming recordkeeping burden, Congress
initially allowed most farmers to compute their tax returns under the cash
method of accounting. One of the largest benefits farmers received by using
this method was the ability to currently deduct the costs of raising plants,
crops, and animals in the year paid, rather than including such costs in
inventory and recovering them in the year the plants, crops, and animals were
sold.

Under the prior law most of the major consolidated farming corporations
maintained separate subsidiaries for the processing and farming activities to
provide distinct dividing lines between the different businesses. The
processing subsidiaries used the accrual method of accounting including the
use of inventories. The farming entities used the cash method of accounting
with no (or maybe little) inventories. These cash method farming companies
realized a substantial advantage over non-cash competitors.

When IRC section 447 was passed in 1988, it required most of the large
farming corporations to change to an accrual method of accounting. The
companies were free to select one of the inventory methods allowable for tax
purposes, of which two, the farm-price and unit-livestock-price methods were
specifically designed for farmers. Since inventories had not
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previously been required of farming entities, neither of these methods had
generated a lot of use or interest in prior years. Farm-price, in particular, had
generated very little in the way of case law or other guidance.

INVENTORIES

The general rule for inventories under IRC section 471 reads:

Whenever, in the opinion of the Secretary the use of inventories is
necessary in order to clearly determine the income of any taxpayer,
inventories shall be taken by such taxpayer on such basis as the Secretary
may prescribe as conforming as nearly as may be to the best accounting
practice in the trade or business and as clearly reflecting the income.

This regulation establishes two basic tests to which each inventory must
conform. The inventory method must reflect, as nearly as possible, the best
accounting practice in the trade or business of the taxpayer. This does not
mean that inventory rules must be uniform. It simply requires that
consideration be given to the trade customs of the taxpayer's line of business.

The farm-price method and the unit livestock price methods outlined in
regulations are specifically designed for a farmer's unique needs. Although
both methods are available for farmers, they are by no means required to use
either method and in fact, many companies in the farming industry use one of
the mainstream inventory methods such as Lower of Cost or Market (LCM).

The second test for inventories requires that the selected method clearly
reflect the taxpayer's income. Whether or not income is clearly reflected has
been the subject of numerous tax cases that provide substantial guidance if
this question arises during an examination. For the most part this has not
been a major issue with the farm-price method since it is specifically allowed
in the regulations. Except in extraordinary circumstances, the courts have
frowned on the Commissioner rejecting any method, as not clearly reflecting
income, when the method is allowed under the Code or regulations.

It is a question of fact under IRC section 471 as to which basis of valuation

for inventory goods will constitute the best accounting practice in the trade or
business and will most clearly reflect income.
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FARM-PRICE METHOD

Treas. Reg. section 1.471-6 is titled "Inventories of Livestock Raisers and
Other Farmers". Subsection (c) of this regulation states:

Because of the difficulty of ascertaining actual cost of livestock and other
farm products, farmers who render their returns upon an inventory
method may value their inventories according to the "farm-price method",
and farmers raising livestock may value their inventories of animals
according to either the "farm-price method" or the "unit-livestock- price
method".

Again, the taxpayer's status as a farmer plays a major part in the allowance of
a potential benefit. This emphasizes the need to determine if the taxpayer
falls under the definition of a farmer early in the examination. Although the
farm-price method can and should be disallowed if the taxpayer is not a
farmer or livestock raiser, the agent should complete the gathering of all facts
in order to develop any alternative positions.

Treas. Reg. section 1.471-6(d) describes the farm-price method as:

***[t]he valuation of inventories at market price less direct cost of
disposition. If this method of valuing inventories is used, it must be
applied to the entire inventory except as to livestock inventoried, at the
taxpayer's election, under the unit-livestock-price method.

Based on the above wording, several problem areas have surfaced over the
years. Typically, these areas would have been fully litigated and settled
years ago when the regulations were first written. However, since farmers
were not required to use inventories the problems were seldom noticed and
the monetary amount was nominally small; there are very few court cases,
revenue rulings, etc., to provide guidance.

Garth

To better understand some of the problems which have been encountered in
the examination of the farm-price method a good starting place is Garth v.
Commissioner, 56 T.C. 610, (1971) acqg., 1975-1 C.B.1. During the early
1960's Garth's Poultry and Egg Service, Inc. was engaged in the sale of
commercial table eggs. It purchased layer pullets as day old chicks and sold
the birds as spent hens after their productive laying cycles were complete.
No hens were ever sold or purchased as laying hens. No started pullets were
ever sold or purchased as starter pullets.

The company elected the farm-price method and consistently valued its entire
inventory of birds based on meat processing prices. The Government
contended that chickens were not livestock under the Internal Revenue Code
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thus they were not subject to the farm price election. The Government also
offered two main alternate positions. The first claimed that the commercial
layers were capital assets subject to depreciation, not inventory. The second
position argued that even if commercial layers were inventoriable livestock,
it was not possible to determine a market value since, at that time, there was
no market for the hens as layer hens. Thus, the farm-price method could not
be used for the mature layers.

In ruling for the taxpayer, the Tax Court felt that the crux of the issue
revolved around the question of whether the layers were property subject to
depreciation or property that should be inventoried. After determining that
Garth was a farmer and entitled to the farm-price method, the court defined
poultry as livestock for purposes of IRC section 471. Once poultry was
confirmed as livestock it could be inventoried or depreciated at the taxpayer's
election. Revenue Ruling 75-37, 1975-1 C.B. 148, supported the Garth
ruling in acknowledging that poultry is livestock for purposes of the
regulations underlying IRC section 471.

One of the most important aspects of Garth was its attention to the use of the
meat processing market over the layer hen market. The court's ruling
highlighted the lack of any consistent market for producing layer hens while
pointing out that even if there had been an active market for layers Garth did
not sell layers as layers. They sold them only in the meat processing market.
Under the Garth ruling each taxpayer should look to the market in which
they routinely sell when calculating inventory values. This sounds simple
but can actually be very complicated.

Example 1

Lori Lake has several commercial layer flocks and breeder flocks. She is in
the business of selling commercial table eggs and broiler eggs to unrelated
third parties. Under the Garth ruling the broiler eggs would be valued in the
broiler egg market and the commercial eggs in the commercial egg market.
The relevant markets in this case are easy to identify.

Example 2

Farmer Jones purchases baby chicks, raising them for 8 weeks, and
processes the birds for use in his name brand TV dinners that he sells to
grocery stores. The market in which he sells is the wholesale grocery
market for TV dinners. Using the Court's logic it would appear that baby
chicks would be valued in the TV dinner market. This would be a very
difficult if not impossible undertaking.

As can be seen in Examples 1 and 2 the Tax Court in Garth did not envision
or address the type of integrated companies that currently dominate the
poultry industry. Most of these companies would find it impossible to adhere
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to the logic in the Garth ruling. If it were simply a question of selling a
chicken as a cornish, a broiler, or a pullet it makes sense to use the market in
which the taxpayer routinely sells when the bird is sold outside the
consolidated group. However, when the bird is used internally the examiner
should look at how it is used by the taxpayer.

Example 3

In Example 2, the internal use for the broilers was meat for a TV
dinner; thus, it is used in the meat processing market. The birds owned
by Farmer Jones would be valued based on the prevailing meat
processing market price established on the last day of his tax year.

Farm Inventory

When taxpayers elect to use the farm-price method, they are required to use it
for their entire inventory except for livestock they have elected to inventory
under the unit-livestock price method. There is some controversy as to what
is meant by the entire inventory. At first glance, it would appear to include
any and all inventories owned by taxpayer under any circumstances. As
experienced students of tax law, we know it's not that simple.

The "entire inventory" of a farmer for purposes of the farm-price method has
been taken to mean all farming inventories. Put another way, inventories
belonging to the farming business. A main part of the reasoning behind this
viewpoint is based on a review of the regulations as well as the basic rules
under inventories that allow a taxpayer to elect a different inventory method
for each trade or business. The regulation allowing the farm-price method is
directed at, and allowable only to, farmers. Treas. Reg. section 1.471-6(c)
allows the farm-price method for the express purpose of relieving farmers of
"the difficulty of ascertaining actual cost of livestock and other farm products
*#% > This supports that farming is a separate trade or business.

"All farming inventory" can be a limiting definition by excluding inventory
that is not part of the farming operations. A farmer who is part of a large
consolidated corporation would be able to use the farm-price method for the
livestock, feed, and other items relating to the farm activities while the
processing operations used LCM for the finished product. This follows the
division between farming and processing activities as outlined in Treas. Reg.
section 1.263A-4(a)(4)(i1). The actual point of division is not always clear.

Example 4

Company A purchases baby chicks, raises them for 6 weeks then
pays Company B to process the birds for sale as whole fryers to
retailers. Company A retains title to the birds. The processed
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birds are a farm product of Company A for inventory purposes.
Company A may use the farm price method to account for the
costs of raising the birds for 6 weeks. Since Company B is
processing the birds under a contract with Company A, Company
A is treated as though it is processing the birds. See Treas. Reg.
section 1.263A-2(a)(1)(i1)(B)(1). Company A may not use the
farm price method to account for the costs of processing the birds.

Example 5

Instead of paying a processing fee, Company A transfers the birds to a
member of its affiliated group at an internally generated price.
Company A's inventory does not include the birds once they have been
transferred to the related company.

The examiner should be alert to any inventory items that appear to be
misclassified between the farming and other operations. For example, moving
feed from farm inventory to processing inventory can cause major distortions
in the inventory valuations especially when IRC section 263 A is considered.
Also, the examiner would need to make sure that farm-price inventory costs
are not part of the IRC section 263 A calculations. See Treas. Reg. section
1.263A-4.

Market

Remember that most of us still see farming through nostalgia tinted glasses.
We have a mental picture of an individual farmer raising a small brood of
chicks then bringing them to a market in a wire cage or chicken coop for sale
to ***  Well maybe we don't buy our chicken in this manner but we haven't
really thought about the steps past this point. If the farm-price method is any
indication, neither did anyone else think about the steps. This becomes
readily apparent when the actual poultry markets are reviewed.

Using your new knowledge that the poultry industry is dominated by major
corporations which are vertically integrated, you have probably already
realized that poultry markets have undergone substantial changes since the
market days envisioned above. These companies process millions of birds
each week, which requires the ability to move the product quickly from the
farm to the buyer and the need for a stable demand. Vertical integration has
also had a major impact causing the markets to contain some unusual quirks.

Different market conditions exist for each of the various poultry products.

The following general outline should provide you with practical information
on each stage. The chapter on Resources provides some sources available to
determine the market price for any type of poultry product on a specific day,

2-36 3123-013



week, month, or year. However, finding these sources is an on-going process
and the listed sources are not all inclusive.

Primary Breeders

These are the most valuable birds in the industry whose genetics are well
guarded. The only known open market for mature primary breeders is the
spent hen market since they are not normally for sale. Since these birds can
be worth from $5 to $10 each and the spent hen market is normally under $2
per bird; use of the spent hen market is a sizable benefit to the taxpayer.

Many of the primary breeder companies are affiliated with or owned by one
of the large, integrated poultry companies. This association is very beneficial
to the primary breeder companies since only 1 in 10 roosters and 1 in 100
hens qualify as breeding stock. The remaining birds are young enough to be
processed by the poultry companies as broilers.

Breeders

There are three basic stages for breeders, starting with breeder chicks. The
primary breeder companies are in the business of selling their breeder chicks.
The prices vary depending on the breed (Arbor Acres, Ross, Peterson) and
its current reputation in the industry. Market price can be determined by the
price paid by the company for its supply of breeder chicks or through the
primary breeder companies' records. It is important to obtain the prices from
the actual primary breeder company from whom the poultry company
purchases its breeder chicks.

The second stage is started pullets, which encompasses the birds from a few
days old until they are placed in the breeder house. During this time, they can
be sold as started pullets for which there is an active market. Up to a certain
size and age they can also be sold on the meat processing market as a broiler.
Considering that pullets are much more expensive than broilers, it would
indicate desperate times if a company actually did process its pullets.

Under the final stage of breeder, the birds (hens and roosters) can only be
sold as spent hens, which is essentially a salvage sale. A review of the
company spent hen sales close to the year-end will provide the market prices
and any related disposition costs.

Exhibit 2-1 provides an example of the abuses (zero value) which can occur
in the valuing of breeders.
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Broiler Eggs

Eggs are collected three to four times a day from the breeder houses and kept
in a cooled egg room which is part of the breeder house. The eggs are picked
up and taken to hatcheries or for sale outside the consolidated group at least
once a week with twice a week being the norm. There is a very active market
for broiler eggs (a.k.a. fertilized eggs).

Market prices for these eggs run as much as 400 percent higher than those for
commercial eggs.

All flocks produce some cull eggs. These are eggs with hairline cracks, over
or under sized, excessively dirty, etc. Experience has shown that these eggs
will not hatch so they are "culled." Some companies sell these to egg breaker
plants or in their company stores for employees. Most market guides will
include quotes for culls.

Broilers

Broilers are the main meat producing bird and enjoy the most active markets.
The birds can be sold live on the farm or delivered to the buyer. Georgia
Dock is considered the standard market quote for broilers although there are
several other quotes available. Exhibit 2-2 provides an outline of some
abuses (zero value) found in the broiler valuations.

Cornish

Cornish are similar to broilers, except they are worth more per pound. Ensure
a cornish market price is used, not a broiler price. Since cornish are sold as a
whole packaged bird the best way to determine market would be to look at
the taxpayer's actual sales.

Turkeys

Several differences are found between the raising of chickens and the raising
of turkeys. Toms and hens are kept separate and artificial insemination is
used to fertilize the eggs. Due to the extra costs involved and the
substantially lower egg production experienced by turkeys, the eggs are much
more valuable than broiler eggs. There are separate market quotes for
turkeys.

Unlike the chicken markets, there is no distinction between breeders and their
offspring in the meat processing market. When breeders finish their laying
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cycle, they are sold for the same prices as the meat producing flocks.
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Layers

These birds are a totally different genetic line from the breeders. They are
bred for their egg laying abilities without any need for meat producing
qualities. The baby chicks are purchased from companies similar to the
primary breeder companies.

Most of the integrated companies do not deal in layers or commercial table
eggs. This market includes a large number of independents similar to Garth's
Poultry and Egg, Inc. where chicks are purchased, table eggs are sold, and the
layers are sold off as spent hens. Since meat producing is not a desired
quality, the spent hens are not very desirable even as spent hens. Depending
on the current market, layers may bring less than 1 cent per pound at the end
of their cycle and in some cases, the companies are hard pressed to dispose of
the birds.

The current state of the spent layer market brings some interesting questions
to the forefront. If no market exists for spent layers how can the taxpayer
apply the farm-price method to these birds? Can it be said that the taxpayer
participates in the spent layer market over the layer market when the first
market no longer exits? At this time, these questions have simply not been
addressed.

Similar to breeders there is a started pullet market for those companies who
do not have the facilities to raise the chicks. The price for started pullets can
vary from one geographical area to another. If your taxpayer is engaged in
purchasing or selling started pullets, the best source for market prices is their
actual transactions.

Commercial Eggs

Probably one of the most active markets pertains to commercial eggs. These
are the eggs sold in grocery stores to retail consumers. The market quotes
cover all grades and sizes, including culls. The companies include some
independents up to and including a few of the large integrated firms.

Market Conversion

Each market is based on a particular product that must be identified before
the market prices are to have any meaning. As noted above, the market
quotes from Georgia Dock are normally used to value broilers. This can only
be done if we know the basis for the Georgia Dock calculations. The starting
point would be to identify the product in the taxpayer's inventory versus the
product used by the market in computing its quotes.
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Georgia Dock is a per pound quote for broilers, based on a whole processed
bird. It is collected and published by the Georgia Department of Agriculture.
Most of the broilers in a farmer's ending inventory will be live birds on the
farm. To convert the Georgia Dock number to a live price you will need to
know the processing costs and the meat yields. The Dock price is reduced by
the per pound processing costs and the conversion losses or meat yield. If the
processing costs are based on pounds processed, they will be deducted after
the reduction for the yield. The best place to obtain the information needed is
from the company's own records.

Example 6

The Georgia Dock quote for May is 63.50 cents per pound. If the
processing fee is 5 cents per processed pound and the yield is 88
percent, the equivalent live price per pound is computed as follows:

Georgia Dock 63.50

Yield _.88
55.88

Processing Fee 5.00

Per pound live value 50.88

Yield is the amount of meat left after processing versus the live weight. Ifa
live broiler weighs 5 pounds and after processing the same broiler "yields"
4.5 pounds of salable meat, the conversion ratio or yield is 90 percent (5/4.5).
The remaining 10 percent of the broiler consist of feathers, head, beak, etc.

Contrary to the belief stated in the regulations that detailed record keeping
would be a burden to farmers, the poultry industry keeps extremely thorough
records outlining each cost on a per pound basis. If you can think of a
question concerning the profit or expense on each pound of meat sold, the
company probably has a report that provides the answer. A list containing
some of the typical records kept by the integrated companies is included in
the chapter on Resources.

If a company hires out its broiler processing to an unrelated third party, the
processing fee is easy to identify. For companies processing their own
broilers, the processing costs per pound will be outlined in the internal
reports covering either the processing plants or cost recaps. Depending on
the company, the reports can be weekly, monthly, or annually, as well as by
division, by location, etc. It can occasionally make a substantial difference
which report numbers are used. The watch words here are consistency and
compatibility.
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Example 7

Company A has two different processing plants. All of its broilers
grown in Georgia are processed in Plant 1. These birds have an
average processed weight of 5.4 pounds and average 4 cents per pound
for processing. The birds processed in Plant 2 average 3.8 pounds with
processing costs of 3 cents per pound. The company has been
computing the market price by location. Unless both plants process the
same number of birds each year, changing to a company wide average
could distort the inventory values.

Any time the company changes the numbers used in the inventory
calculations it should cause the examiner to be curious. Generally, a change
in the method used to compute the inventory is a change I method of
accounting under section 446(e), which requires the Commissioner’s consent
for the change to be made. Questions to ask include:

e What did the taxpayer do last year?

e Why are they changing?

e Are the locations compatible?

e Does the change make any difference to the final inventory numbers?

e I[fthey changed from using an annual number to the last month of the
year, is there anything different about the last month which could cause
major differences from the rest of the year?

Invariably, adjustments to actual market quotes are necessary to compensate
for any differences in the products valued. When you consider that an eighth
of a cent change can make a major difference when spread across a multi-
million pound inventory, the need to thoroughly review any adjustment is
apparent.

One way to identify taxpayers who have used unrealistic market numbers is
to compare the balance sheet inventory numbers with the COGS inventory.
The balance sheet is normally a book number and the COGS is a tax number.
If there are large differences between book and tax inventory, a problem is
indicated. The Form M-1 should contain an entry for the current year
inventory differences although this may not be readily apparent since Form
M-1 names are not always descriptive.

Cost of Disposition

Once the market value for each farm product has been calculated any costs
associated with disposing of or selling the product is allowed as a reduction
for inventory purposes. Remember to consider the market in which the
product is valued versus the current location of the inventory. If Georgia
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Dock is used and the flocks are on the farm there will be a per pound cost to
load and haul the birds to a processing plant. The total delivery cost should
be available from the company's records. There would be no costs of
disposition if the buyer paid for delivery.

TECHNICAL ADVICE MEMORANDUM

The only recent guidance involving the poultry industry and the farm-price
method can be found in a Technical Advice Memorandum | = Jemember that
TAMs are not formal guidance and may not be cited as preccdence.
Nevertheless, the analysis in a TAM may reveal how the author of the TAM
interprets the law. The taxpayer was a fully integrated poultry company that
filed a consolidated federal income tax return with its wholly owned farming
subsidiary (Farm Sub). Farm Sub raised layers, primary breeders, breeders,
and broilers which it inventories under the farm-price method.

The issue addressed in the TAM was whether Farm Sub had properly valued
its inventories based on the farm-price method. Taking the court's ruling in
Garth into account the TAM looks to the market in which the company
participates to determine the proper valuation while firmly rejecting the use
of a nominal or zero amount.

Spent hen markets were to be used in valuing primary breeders, layers, and
breeders since these were the only markets in which the company
participated. In the case of immature broilers the ruling called for a valuation
that increased in value as the broilers approached maturity. Two valuation
techniques follow the TAMs ruling in determining the inventory value of
immature broilers.

Since broilers are sold on a per pound basis in the open markets it would
appear that weight would be the best indicator of an immature birds' market
value. Under this method a one pound broiler would be valued based on the
per pound market price quoted at year-end less the cost of disposition. If the
Georgia Dock price, as converted to live values, was 53.50 cents per pound
and the cost of disposition was 3 cents per pound the immature broiler would
be worth 50.50 cents in the ending inventory.

The problem encountered in using weight is most companies do not keep
detailed records concerning a broiler's weight gain during its grow out period
simply because this information is not needed for any internal purposes.
They do keep records that show how much the birds have gained at maturity,
and can estimate, based on studies, how much the birds will gain during each
week prior to maturity. It should be remembered that even a small difference
will have a major impact on the final numbers thus a valuation based on
weight can be easily manipulated.

2-43 3123-013


Preferred Customer
Kelly, 
I’ve removed the cite of the TAM for the same reasons I gave in the swine ATG.  
\(PLR 9334003, May 6, 1993\) Ruda


The second technique uses the age of an immature broiler as of the ending
inventory date. The following example provides an outline of how age can
be used to determine the market value.

Example 8

A Company's ending inventory includes 21-day-old broilers. The
company grows its birds for 42 days at which time they weigh 4
pounds. The live value on the last day of the tax year for mature
broilers is 50.50 cents per pound. The value of the company's mature
broilers is $2.02 (50.5 x 4). The 21-day-old broilers are 50 percent
(21/42) grown. Their inventory value would be determined by
multiplying the 50 percent by the mature value of $2.02 for a value of
$1.01.

The age method in Example 8 has its own problems although it is definitely
the simplest method available. Since the birds do not grow at a standard,
daily rate the age method will not be fully accurate. To settle these, and other
problems, the valuation of immature broilers will probably include a visit to
the courts before a final method is fully defined.

Whichever method is selected it should be used consistently. A change in
method will usually qualify as a change in accounting method under IRC
section 446(¢).

This chapter highlights how important definitions are to the interpretation of
numerous Code sections. If part of an integrated company does not qualify
as a farming business for purposes of the farm-price inventory, it will also not
qualify for many of the farm benefits. The dividing line between the farming
and non-farming operations of these integrated companies can be very
significant. The agent should ensure that the company has used the same
definition for all farm issues.

SUMMARY

The farm-price method is available to farmers, including livestock raisers, in
valuing their inventories. The market price used is very important due to the
volume of pounds in ending inventory and should be carefully analyzed.
Any adjustments needed to make the market price comparable in form to the
actual inventory should also be subjected to a close review.

As the method is used by more taxpayers, various inequities and
interpretation problems are surfacing. It can be expected that court cases will
address some of the questions, however new legislation would be welcomed.
As the poultry industry becomes more integrated and internal use defines the
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actual "market" for a bird, the farm-price method will need some fine tuning
that only new regulations or Code can implement.

Also, Treas. Reg. section 1.446-1(e)(2)(ii)(c) provides that a change in a
system of valuing inventory is a change in method of accounting. A taxpayer
may not unilaterally change to a different system (method) of valuing
inventory from the one it previously used. IRC section 446(e) and the
regulations thereunder require a taxpayer to obtain advance consent from the
Commissioner before changing its method of accounting, even when
changing from an improper method to a proper method.

The chapter on Resources in this Guide contains
useful information on locating markets, obtaining
quotes, etc. It provides a list of USDA contacts
and industry magazines.
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INTRODUCTION

In 1944, Treasury amended the regulations to include the Unit Livestock
Price Method (ULP) of computing livestock inventories for those farmers
who had elected the overall accrual method of accounting. Prior to this
amendment such farmers were limited to cost, lower of cost or market, or
the farm-price method of inventory valuation for livestock.

Over the years ULP has generated more case law than the farm-price
method yet substantially less than any of the other inventory methods.
Similar to the farm price method, various problems are just now beginning
to emerge due to the requirement that many farming companies use an
accrual method.

GENERAL

Unlike the farm-price method that applies to all farm inventory, the Unit-
Livestock-Price method is only available for the valuation of livestock.
See, Treas. Reg. section 1.471-6(c). All other inventory must be valued
under one of the other allowable methods. Thus it is possible for a farmer
to elect the farm-price inventory for its farm inventory while also electing
ULP for its livestock. It should be noted that this is the only situation
under which the farm price allows the livestock to be valued differently
than the rest of the farm inventory. See, Treas. Reg. section 1.471-6(d).

Under the ULP method, a taxpayer adopts a standard unit price for each
animal within a particular class. As a general rule, once established, the
unit prices and classifications selected by the taxpayer must be consistently
applied in all subsequent taxable years. For taxable years beginning after
August 22, 1997, a taxpayer using the unit livestock method must,
however,
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annually reevaluate the unit livestock process and must adjust the prices
upward to reflect increases in the costs of raising livestock. The consent of
the Commissioner is not required to make such upward adjustments. No
other changes in the classifications of animals or unit prices shall be made
without the consent of the Commissioner [Treas. Reg. section 1.471-6(f)].

Normally, the taxpayer will identify the different categories or classes of
animals in their business based on age and kind. For example, animals
held for sale would be in a different classification than animals held for
breeding purposes. Chicks would be in a different class than pullets or
mature birds. The unit prices and classifications are subject to the
Commissioner's approval. See, Treas. Reg. section 1.471-6(e).

This method accounts only for an increase in the cost of raising an animal
to maturity. It does not provide for any decreases in market value which
may occur after the animal reaches maturity.

Livestock

Poultry is specifically excluded from the definition of livestock of several
Code sections including IRC section 1033(e) which pertains to gain or loss
from involuntary conversions due to drought. This exclusion fueled
uncertainty as to whether or not poultry was considered livestock for other
parts of the Code.

In 1971 W.P. Garth v. Commissioner, 60 TC 610, (Acq.) firmly
established poultry as livestock for purposes of IRC section 471. Since this
court case, poultry has gained access to many other farm benefits under the
Code, including the rules for single purpose structures discussed in the
chapter on Grower Issues.

If elected, ULP applies to all raised livestock and to any livestock that is
purchased prior to maturity and raised to maturity. This is true regardless
of the final purpose or destination of the animal. Thus, all raised livestock
held for sale and raised livestock held for draft or breeding dairy will be
included in the ULP inventory. See, Treas. Reg. section 1.471-6(f).

Example 1

As part of its farming business, Poultry Inc. purchases broiler chicks
and raises them to maturity. Under the ULP election the company
would include the purchased broiler chicks in its ULP inventory
calculations.
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All livestock purchased primarily for sale must also be included in
inventory. Animals purchased for draft, breeding, or dairy may be
included in inventory, or capitalized and subject to depreciation after
maturity. Thus, an accrual basis farmer using ULP may exclude from
inventory only purchased production livestock. Treas. Reg. section 1.471-

6(2).

If livestock is not mature at the time of purchase, the purchased cost should
be increased at the end of each taxable year based on the established
standard unit prices until the animal reaches maturity. The increase in unit
price for purchased livestock for any given tax year is to be made only for
animals purchased in the first 6 months of the year [Treas. Reg. section
1.471-6(g)].

Tax shelters, as defined in Treas. Reg. section 1.263A-4(a)(2)(ii), that use
the unit livestock method for inventories must include in inventory the
annual standard unit price for all animals that are acquired during the
taxable year, regardless of whether the purchases are made during the last 6
months of the taxable year. Taxpayers required by IRC section 447 or
448(a)(3) to use an accrual method that uses the unit livestock method must
modify the annual standard price in order to reasonably reflect the
particular period in the year in which purchases of livestock are made, if
such modification is necessary in order to avoid significant operation of the
unit livestock method [Treas. Reg. section 1.263A-4(c)(1).

Example 2

Poultry, Inc. purchases breeder chicks for $1.12 each at the
beginning of their current tax year. The chicks are held through a
full laying cycle. The standard unit price of a mature breeder is
$3.85. Since a breeder chick reaches maturity at 25 weeks of age the
birds should be valued at $3.85 as of the end of the current tax year.

Example 3

Cattle, Inc. has the following costs of raising its animals:

Calves - $145.00
Yearlings - $425.00
Two-year old - $800.00
Mature Animals - $980.00

The cost of each animal in inventory is updated until the animal
reaches maturity. A raised calf will be valued at $145 in the first
year's ending inventory. The second year $280 is added to its value
for a total of $425. The third year $375 and the fourth year $180 for
a mature value of $980.

In Auburn Packing Co., 60 T.C. 794, Dec. 32,103, a cattle feedlot operator
who used an accrual method of accounting was allowed to use ULP even
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though it kept track of its animals on the FIFO basis. Thus, it had no
animals on hand at the end of the year that were treated as having been
acquired in the first 6 months. Since none of the livestock were treated as
acquired in the first 6 months no increase was made to the unit price. The
court nevertheless held that the specific allowance of ULP in the
regulations, and the consistent application of ULP by the taxpayer, meant
that its method of accounting clearly reflected income.

The court finding in Auburn Packing may not apply to most of the current
situations. Examiner should carefully review the facts and circumstances
of any case where unit price increases have not been incorporated into
inventory values.

It is normally to a farmer's advantage to capitalize and depreciate
purchased production livestock rather than to place it in inventory. The
major advantage is that the capitalized asset can be depreciated once the
livestock reaches maturity. This allows a faster write off than keeping the
livestock in inventory until its useful life ends and it is sold or slaughtered.
It allows capital gain treatment that can be a substantial benefit.

IRC SECTION 263A

The Tax Reform Act of 1986 ushered in IRC section 263 A that has had a
profound effect on the calculation of inventory valuations. Under IRC
section 263 A, taxpayers that are required by IRC sections 447 to use an
accrual method of accounting or prohibited by section 448(a)(3) from using
the cash method for their farming activities must capitalize all direct and an
allocable portion of the indirect costs allocable to the livestock. This
would include costs that vary depending on the amount produced (such as
feed) as well as fixed costs that generally do not change based on
production (such as depreciation on machinery or poultry houses).
Taxpayers that are not required by either AIARAC section 447 or 448(a)(3)
to use an accrual method of accounting or the prohibited from using the
cash method, respectively, for their farming activities are exempt from the
rules under IRC section 263 A requiring the capitalization of the costs
allocable to the livestock.

In the case of a taxpayer subject to the rules under IRC section 263 A
requiring the capitalization of the costs allocable to the livestock (that is, a
taxpayer that is required by IRC section 447 or 448(a)(3) to use an accrual
method of accounting or prohibited from using the cash method,
respectively), that is using the unit livestock method, the unit prices must
include all costs required to be capitalized under IRC section 263A [Treas.
Reg. section 1.263A-4(c)(1)]. Costs that are typically required to be
capitalized under IRC section 263 A include the acquisition costs of the
animal and the costs of management, feed, maintaining pasture or pen
areas,
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breeding, artificial insemination, veterinary services and medicine,
livestock hauling, bedding, fuel, electricity, hired labor, tax depreciation,
and repairs on buildings and equipment used in raising the animals, farm
overhead, taxes, and IRC section 263 A(f) interest [ Treas. Reg. section
1.263A-4(b)(1)(i1)].

As shown above, IRC section 263 A expanded the costs to be included in
the standard unit calculation. A taxpayer that is subject to the rules under
IRC section 263 A requiring the capitalization of the costs allocable to the
livestock (that is, a taxpayer that is required by IRC section 447 or
448(a)(3) to use an accrual method of accounting or prohibited from using
the cash method, respectively), that is using the unit livestock method and
that does not include all of the IRC section 263 A costs in its unit prices is
using an impermissible method of accounting. The taxpayer must change
its method of accounting in order to include all of the IRC section 263 A
costs in its unit prices. This is a change in method of accounting that
requires the consent of the Commissioner.

AUDIT TECHNIQUES

The categories shown under the farm price method are a good starting point for
classifications under ULP. However, there should be a further breakdown for broilers
due to the numerous end products. For example, if your taxpayer raises cornish hens,
broilers, and roasters (a large roasting bird) it would need to have three classes for its
broilers. Layers and breeders should definitely be separate, as should broiler eggs and
layer eggs. Since each of these have different backgrounds, the costs can be very
different.

The primary problem area today related to computation under the IRC section 263A
and the related regulations. Many companies have never updated their standard unit
costs for the 263 A costs. Request the calculation worksheets which outline how the
company computed their standard units as well as the year they were last updated. If
the costs are old, request the necessary current costs to update the standard units. In
many cases, although the taxpayer may not agree with the adjustment they are
cooperative in providing updated computations. This can help save time and allow the
taxpayer to agree with the facts.

When ULP is used for livestock a different method must be used for all other farm
inventory. Request the inventory workpapers for feed, finished goods, etc., and verify
that these are properly valued. Occasionally taxpayers will not value their inventories
of purchased feed. For the large integrated poultry companies, this can be a
substantial issue.

The following is a list of expenses included in the unit price for broilers based on a
current examination.

Feed — Based on actual costs for birds processed in the last month of the tax year.
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Grower Pay — Ratable over the growing cycle
Labor

Shavings
Sanitation

Field Vaccine
Truck Expense
Office Salaries
Communications
Depreciation
Rent

Insurance

. Taxes

Other/Miscellaneous
Medications
Feed Hauling

This should provide a starting point from which to review the costs

included by your taxpayer.

Consistency is extremely important in the ULP calculations. Most of the poultry
companies have inventories that include millions of birds. Any changes in the
computations can have a major impact on the inventory values. Be sure to ask the

taxpayer if they have ever made any changes, the nature of changes, and whether the

Commissioner's permission was requested.

At a minimum match the beginning and ending inventory
computations. Review back year returns for any unusual changes in
beginning and ending inventories for possible changes in
computations.

Except as otherwise provided in Treas. Reg. section 1.471-6(f), a
change in unit prices or classifications is a change in method of
accounting that may only be made with the consent of the
Commissioner. Treas. Reg. section 1.471-6(f) provides that for years
beginning after August 22, 1997, a taxpayer is not required to obtain
the consent of the Commissioner in order to make the required
upward adjustments in the unit prices that are necessary to reflect
increases in the costs of raising livestock.

6. Many of the references in the Code and regulations cover the cattle industry and are

not applicable to poultry.
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7. Examiner should ensure that all appropriate classifications and age groups were used
by the taxpayer. Breeder chicks typically cost over $1 each while broiler chicks are
more likely to cost less than $.20 each. If breeder chicks were included in the same
group as broiler chicks this would substantially affect the unit price used for the group.

SUMMARY

ULP is allowable to livestock farmers for the valuation of livestock only.

It is normally used in conjunction with another inventory method. Once
the election to use ULP is made it can only be changed with the
Commissioner's permission. Treas. Reg. section 1.471-6(f) requires the
taxpayer to annually update unit prices for tax years beginning after August
22,1997.

The calculations for unit price and the
classification groups provide substantial
opportunity for error and should be closely
reviewed.
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INTRODUCTION: CASH BASIS TAXPAYER

The issue of prepaid feed relates to cash basis farmers and will include not only
individual Schedule F filers, but may include:

e S Corporations

¢ Corporations whose gross receipts for each tax year beginning after 1975 are $1
million or less

e Corporations or partnerships with corporate partners, whose trade or business is
operating a nursery, or sod farm, or raising or harvesting trees (other than fruit
and nut trees)

e Certain family farm corporations.

A family farm corporation can use the cash method of accounting if its annual gross
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receipts for each tax year beginning after 1985 are $25 million or less and it qualifies
as one of the following:

1. Corporations in which at least 50 percent of the total combined voting power of
all classes of stock entitled to vote and at least 50 percent of the total number of
shares of all other classes of stock of the corporation are owned by members of
the same family.

2. Corporation, if on October 4, 1976, and since then, members of two families own
directly or indirectly, at least 65 percent of the total combined voting power of all
classes of stock entitled to vote and at least 65 percent of the total number of
shares of all other classes of stock of the corporation.

3. Corporation, if on October 4, 1976, and since then, members of three families
own, directly or indirectly, at least 50 percent of the total combined voting power
of all classes of stock entitled to vote and at least 50 percent of the total number of
shares of all classes of stock and substantially all of the remaining stock is owned
by corporate employees or their family members or by a tax-exempt employees'
trust for the benefit of the corporation’s employees.

The entities noted above are not required to use an accrual method of accounting. A
current year deduction for prepaid feed expenses is normally a matter of concern for
cash basis farmers only.

Generally, yearend payments are made for a variety of expenses including the most
prominent, feed. Although the transaction is not consummated until delivery and the
feed not consumed until the subsequent year; the taxpayer will claim the deduction in
the year paid. This generates the tax concept of -- Advanced Payment of Feed.
Advance payments for feed are considered under Revenue Ruling 79-229, 1979-2

C.B. 210. The failure of the taxpayer to meet any of the three tests stipulated within
the ruling will cause a disallowance of any deduction.

REVENUE RULING 79-229, 1979-2 C.B. 210

A cash basis taxpayer engaged in the business of raising or feeding livestock may
deduct, in the year of payment, amounts paid for livestock feed to be consumed in a
subsequent year provided:

1. The expenditure is for the purchase of feed rather than a deposit.

2. The prepayment is made for a business purpose and not for tax avoidance.

3. The deduction will not result in a material distortion of income.

Careful development of the facts is essential since all three of the tests must be met
for the deduction of the prepayment. The taxpayer's records will be critical to the
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successful pursuit of the issue. Review of each test will focus attention on the
benefits of early development of the facts.
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Payment for Feed versus Deposit
e s the price fixed by contract?
e Is the amount fixed by contract?

The fact that there is a stated quantity and the price is not fixed, but based upon
market price at delivery, will not, standing alone make the transaction a deposit.

e Can the purchase price be refunded?
If the purchase price is refundable, it may be a deposit.
e Is the treatment of the expenditure used as a deposit by the seller?

e Does taxpayer have right to substitute other goods or products for the feed (other than
varying the ingredients to accommodate the dietary requirements of the livestock)?

The treatment of the expenditure by the seller may be dictated by the seller's method
of accounting. However, the seller's treatment as a deposit is a factor for
disallowance. In addition, if substitution of goods or products is present, this may
also provide a basis for a deposit versus payment.

Revenue Ruling 79-229 states that, "the following factors, although not all inclusive
are indicative of a deposit rather than a payment: the absence of specific quantity
terms; the right to a refund of any unapplied payment credit at termination of the
contract ***; the treatment of the expenditure as a deposit by the seller."”

Business Purpose Versus Tax Avoidance
This test requires the prepayment be made for a business purpose rather than for tax
avoidance, and again is largely determined by factual circumstance. Is there a
reasonable expectation that the taxpayer will receive some business benefit because
of the prepayment? The following are examples of business benefit:
¢ Fixing maximum prices and securing an assured feed supply.
e Securing preferential treatment in anticipation of a feed shortage.
A taxpayer making the payment in the last few days of the tax year generates the

concern relative to tax avoidance. The tax year of the taxpayer may itself be a
material factor. If the purchase of feed is made when the costs are generally at
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their lowest, then there is more credibility that a business purpose exists. If the year
end purchase coincides with high feed prices, the purpose may lend itself more to tax
avoidance.

Distortion of Income

There are several factors to consider when determining
whether income has been distorted:

e Has an asset resulted with a useful life beyond the taxable year paid?

Is this materiality of the expenditure to the taxpayet's income?

e Was customary, legitimate business practice followed?

Is the amount of expenditure in relation to past purchases?

What is the timing of expenditure?

Exhibit 4-1 provides interview questions directed towards a Company claiming a
prepaid feed deduction involving hedging transactions.

IRC SECTION 464(f) LIMITATIONS

IRC section 464(f) provides a mechanical test for determining when prepaid farming
expenses are allowed to a cash basis farm taxpayer. Generally, the statute precludes
deduction for prepaid feed and supplies expenses until the year consumed to the
extent they exceed 50 percent of deductible non-prepaid farming expenses for each
year. Therefore, if the taxpayer has met the requirements of Revenue Ruling 79-299,
they would still be subject to the limitation of IRC section 464(f). IRC section 464(f)
does not revoke or in any way replace the provisions set forth in the Revenue Ruling.

The Service addresses prepaid feed issues on a case by case basis. Each case contains
a variety of facts and circumstances. Some involve commodity futures with
purchases from national leaders in feed supply, while others involve local feed
transactions.
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CASE SCENARIO

The following case scenario identifies the facts and thought process demonstrating
the Service's position in applying the three tests of Revenue Ruling 79-229:

The taxpayer is a Sub Chapter S corporation utilizing the cash method of accounting
with a tax year ending in October. At yearend, they generally contract with a leading
national supplier of feed ingredients to provide weekly deliveries throughout a period
beginning in the next fiscal year. The total contract price is paid prior to the close of
the current fiscal year. The farm is also involved in hedging transactions, entering
into purchases of futures contracts. All futures contracts are closed by offset during
October.

Prices for the feed are established beginning with prices charged in the futures market
and consist of two components -- Futures Price and Basis. The Futures-Price is
established on the Chicago Board of Trade. Basis is the difference between the
futures price of the item and the cash price for local delivery.

Although contracts specify the quality of feed to be delivered, industry standards
allow for deviations. If lower quality commodities are shipped, the contract price is
adjusted downward to reflect the market value of the lower quality feed. The cost
adjustment is taken into account by increasing the amount of grain to be delivered in
the next contract. Likewise, when higher quality commodities are shipped, the
contract price is increased and is reflected by a smaller shipment in the next contract.
At yearend, any net underpayment is resolved by shipping additional product. If
over-shipments remain at yearend, the taxpayer pays the supplier.

The feed supplier treats the prepayment as a liability (deposit) and recognizes the

income from the contract as the grain is shipped. The supplier is an accrual basis
taxpayer.

Payment for Feed versus Deposit

Under the Revenue Ruling, factors that are indicative of a deposit rather than
purchase include:

e Absence of specific quantity terms

e Right to a refund if any unapplied payment or credit at the termination of the
contract

e Treatment of the expenditure as a deposit by the seller

e Right to substitute other goods or products for the feed ingredients specified in the
contract.

The aforementioned scenario contains specific quantity terms. Debits due from and
credits due to the taxpayer from over or under deliveries or quality differentials are
netted monthly. At yearend, any debit or credit balances are resolved by additional

7-xx1v 3123-013



shipments or cash payments. Accordingly, by virtue of its right to receive an
additional amount of feed equal to a yearend credit balance, the taxpayer receives the
economic equivalent of a refund. Moreover, if the taxpayer chooses not to enter into
a contract in the next year, it is likely that a cash refund would be made for any
outstanding credit amount. This factor is deemed to be in the Government's favor.

Other criteria supporting treatment of the payment as a deposit are that the supplier
treats the payment as a deposit and the supplier, pursuant to industry practice, may
substitute the goods specified in the contract with goods of lesser or greater quality.

Business Purpose or Tax Avoidance

It has been established that the contracts are entered into and payments made just
prior to the close of the tax year.

In the Clement v. United States, 500 F.2d.422 (CT. C1.1978), the court held that
payments made near the end of the tax year were not for a tax avoidance purpose
when there was a legitimate business purpose served by the prepayment. The
business purpose sanctioned by the Clement court case included: fixing a maximum
price; obtaining a guaranteed supply while avoiding effects of feed shortages; and
obtaining advantages in negotiation of storage and delivery terms.

Although entering into a supply agreement may have a legitimate business purpose, it
does not necessarily follow that there is a business purpose served for prepaying the
contracts. Recall that the contract prices are based upon the combination of futures
prices for the commodities plus basis reduced to present value. Thus, it makes no
difference to the supplier whether payments are made at delivery or when the
contracts are entered into, because taking the time value of money into account, the
supplier would receive exactly the same amount. The only reason for the
prepayments, it would appear, is to accommodate an early tax deduction. Remember
too, that the three tests in Revenue Ruling 79-229 must be applied independently.
Thus, even if payment has a business purpose, a current deduction may not be
permitted if the payment was a deposit, or the deduction would materially distort
income [Clement v United States, supraj.
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Distortion of Income

Based upon statistics of gross income compared to feed usage, and compared to
profits, an argument exists for distortion of income. This particular case reflects the
following values for the fiscal years 1992 and 1993:

e Gross income increased 33 percent or $51.5 million
e Feed consumption increased 14.3 percent or $12.7 million
e Net income decreased by $.2 million.

Since feed costs are the single largest variable involved in raising livestock, the
smaller increase in feed consumption versus gross income would indicate a
substantial increase in net income. As noted above this was not the case. Per a
review of feed costs the prepaid feed expense more than doubled from $36.9 million
to $76.5 million, thus causing the financial results for 1993 to be materially distorted.
In 1994, with a 6 percent increase in gross income and 19 percent reduction in feed
consumption with prepaid feed reduced from $76.5 million to $64.3 million; net
income increased to $8.7 million, an increase of 443 percent over 1993.

Although the distortion in the taxpayer's income cannot be contributed to the
prepayment deduction alone, it is a major factor.

This example may be a sophisticated approach with the infusion of the commodity
futures contracts. However, only the taxpayer’s resources and ingenuity limit the
variety of situations.

CASE LAW

There are several cases, both prior to and subsequent to, the Revenue Ruling. The
Government's success rate on these cases is not impressive, yet today's taxpayers are
taking more aggressive positions on the premise that examiners may not be willing to
invest resources into an area where legislative history has been favorable to the
taxpayer. It is paramount that the facts of each situation be determined and explored
for pursuit.

This can best be illustrated by the most recent case involving Prepaid Feed —
GREGG et al, O. L. v. United States, (1994,CAS) 74 A.F.T.R.2d 94-5073. Summary
judgment was properly granted to IRS denying the rancher's prepaid feed expenses
(taxpayer bought large amounts of feed at the end of each year and resold it to seller
at the beginning of following year). Given the undisputed facts in this case,
taxpayer's testimony was insufficient to raise fact issue as to the existence of business
purpose for the prepaid expense: amount of feed purchased greatly exceeded amount
that could be consumed by taxpayer's cattle; taxpayer's
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only testimony for expansion plans was, "he always did want to get more cattle," and
it was hard to conceive that the taxpayer would prepare for a large increase at the
beginning of each year and then change his mind a few weeks later.

AUDIT TECHNIQUES

Due to the subjective nature of the tests for prepaid feed, an interview will be the best
information gathering tool available to the examiner.

The interview outlined in Exhibit 4-1 provides guidance where the prepaid feed issues
is intertwined with hedging transactions.

Exhibit 4-2 provides in-depth questions for the outside third party involved in the
transaction as the seller.

SUMMARY

Although farmers are allowed to deduct prepaid feed expenses, there are specific rules
they must meet. The farmer must have actually paid for feed versus having made a
deposit for future purchases. There must be a business purpose and the deduction
should not materially distort income.

As has been discussed throughout this guide, It Is very
important to determine if the taxpayer is a farmer.
Special deductions and benefits are available for
taxpayers who are farmers; thus, i1t can be a coveted
title.
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Exhibit 4-1

SAMPLE INTERVIEW QUESTIONS FOR PREPAID FEED
WHEN HEDGING TRANSACTIONS ARE INVOLVED

The Service employs Financial Products Specialists (FPS) who are
available to work cases with the examiner. The following
questions were developed by an FPS for a prepaid feed case:

1. Who i1s the corporate official(s) authorized to make iInvestment
decisions?

2. Who approves the transactions?

3. What i1s the corporation’s hedging, trading and accounting
policies regarding hedging and speculative transactions?
INCLUDE all transaction policies involving financial products
such as futures, forwards, options, and notional principle
contracts.

4. What specific financial products does the corporation trade and
for what purpose?

5. What records does the corporation maintain that related to the
hedging activity?

. REQUEST a copy of the hedge programs.

6. Does the corporation maintain records or computations
reflecting the relationship between the financial products and
the i1tem(s) hedged?

. REQUEST documentation of why and when each hedge is
taken.

7. What brokerage accounts are maintained? (For example, margin
accounts, hedging and non-hedging accounts, managed or
discretionary accounts.)

) REQUEST schedules, account agreements and margin
agreements.

- Documents which support account(s) (for example, signature

card, authorization to transfer funds, hedge letter, power
of attorney).

. REVIEW any hedging journal entries with person
being interviewed.
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8. Were the transactions treated differently for book and tax? If
so, how were they different?
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Exhibit 4-2 (1 of 3)

Date:

THIRD PARTY

INTERVIEW QUESTIONS RELATIVE
TO FEED PURCHASES

Initials: Persons Interviewed: Vendor:

Purchaser:
I, , state that:

I reside at

1. Did you receive any prepayments from the taxpayer during the year? If so, on what dates?
2. Was this an outright purchase of feed or the right to purchase feed?

3.  How long have prepayments been made between you and the taxpayer? Has he consistently
made prepayments for the purchase of feed?

4. Did the taxpayer get a discount for his volume of purchases?

5. What was the original price of the feed and what was the discounted price?

6. What volume of purchase would you have required to receive this amount of discount?
7. Was this discount given to other purchasers during that year?

8. Could he have gotten a discount at other times during the year for a similar purchase?
9. Are there other discount methods available to the buyer? If so, please explain.

10. Who brought up the idea of a prepayment for feed? Was it you or the taxpayer?

11. What reasons for such a purchase were discussed?

12. Could the taxpayer have made a similar purchase 3 days or a week later as far as you were
concerned? If not, why?

13. Did the taxpayer pay interest to you?
14. Did you pay the taxpayer interest?

15. What was the rate of interest charged and how did you reach an agreement on that rate?
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16.

17.

18.

19.

20.

21.

22.

23.

24.

25.

26.

27.

28.

29.

30.

31.

32.

33.

34.

35.

Exhibit 4-2 (2 of 3)

Why was interest paid on a purchase? Is this normal?
Was there a storage fee involved?
Where is the feed picked up? Whose trucks are used?

How are the pick-up times determined? Are they prearranged or during normal business
hours?

What happens if the taxpayer requires feed on the weekends?

How long could the delivery dates be extended? REVIEW letter of credit.

Could this be done at either party’s request?

Does this contract fix a maximum price on the feed?

What happens if the price of feed changes? Increase/decrease?

Is an adjustment made to the contract price to reflect market value at the date of delivery?
Could the taxpayer substitute another ingredient or another asset of equal value?

Does your firm provide analysis of feed required for livestock growers? If so, is this cost
included in the feed costs?

What happens if the payor wants a refund?

What would happen if the taxpayer went into "bankruptcy" and asked for a refund? Even
though the contract states such and such, please explain what would really happen?

Who prepared the contract for sale?

Under the section "Terms", why was it required that the payment be received before a
predetermined date? Whose idea was this requirement?

There is a section titled "Force Majeure". Please explain? Does this mean the taxpayer could
possibly get a refund?

If feed ingredient costs went up could you actually incur a loss on this transaction?
What is your reason for entering into the arrangement?

Was the tax treatment/tax effect of this transaction discussed with the purchaser?
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36.

37.

38.

39.

40.

41.

42.

43.

44,

45.

46.

47.

48.

49.

50.

51.

52.

53.

Exhibit 4-2 (3 of 3)

Does this mean the taxpayer has an assured feed supply?

Does any of its shareholders own or have any
interest in a farming operation that uses feed?

From whom do you get your feed?

Would you give the taxpayer preferential treatment in the case of a feed shortage? In
anticipation of a feed shortage?

What if you needed all the feed milled for your own operation. Would the taxpayer still be
assured of a feed supply after the contract had expired?

Where does the taxpayer rank in their amount of feed purchases?

Is that above or below your own related companies ranking and needs?
Does the taxpayer prepay all his purchases from you?

Do you require that all purchases be prepaid?

Would you or would you not advance the taxpayer feed on a credit?

How many purchases did you allow the taxpayer to make without any prepayment and how
many times did the taxpayer prepay?

Is the prepayment of feed a condition normally imposed by you?

Why was the check made to and the confirmation letter" from
? Do they file a consolidated return?

How was the receipt of these funds treated on your books for tax purposes? Are you on the
cash basis or the accrual basis of accounting?

Do you have an annual price list for feed costs? If so, may I get copies?

Do you project your feed ingredient costs? If so, what information source do you use to make
these projections? May I have copies of those also.

Was a letter of credit issued? Why or why not? Is this a normal procedure? Is it done or not
done in some cases? At whose request would it normally be done?

Do you have a correspondence file for the taxpayer? May we see it or do I need to issue a
summons to get it?
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Chapter 5

IRC SECTION 108
INCOME FROM DISCHARGE OF INDEBTEDNESS

CONTENTS
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Forgiveness of Shareholder Debt
Acquisition of Debt by Related Party
Audit Techniques
Summary

INTRODUCTION

In 1931 the Supreme Court established the principle that any gain or savings from the
reduction or discharge of a debtor's outstanding indebtedness, for less than the actual
amount due, is income for federal tax purposes. See United States v. Kirby Lumber
Co., 284 U.S. 1 (1931). This was later codified under IRC section 61(a)(12).

However, there are situations where it would create a major hardship if a taxpayer
were required to pay taxes on income from a discharge of indebtedness. For example,
bankruptcy debts are routinely "settled" or discharged for less than the actual amount
due. Under IRC section 61, the forgiven amount would be taxable income. Yet,
when a person is already in a bankrupt or insolvent status they are not in a position to
pay more taxes. Recognizing this inequity, Congress passed IRC section 108 that
provided exceptions for insolvent or bankrupt taxpayers.

During the 1980's the number of farmers forced into selling the family farm increased
dramatically. This caused substantial damage to the affected family and it became
apparent that a separate exception for farmers would be beneficial. Thus Congress
added IRC section 108(a)(1)(C) in 1986 which provides that gross income does not
include any discharge of indebtedness if the indebtedness is from qualified farm
indebtedness.
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IRC SECTION 108

Under IRC section 108, relief is provided in three main situations in addition to the
discharge of qualified farm indebtedness. The two most prevalent are discharges
under a Title 11 (bankruptcy) case or where the taxpayer is insolvent. An exclusion is
also provided for taxpayers, other than C Corporations, where the discharge pertains
to qualified real property business indebtedness. The first two exclusions are
involuntary; the taxpayer does not have the option to choose whether to exclude a
debt discharge amount from income in these situations.

The term "insolvent" means an excess of liabilities over the fair market value of
assets. The insolvency exclusion under IRC section 108 applies only to this excess.
The determination is made immediately before the discharge of indebtedness and
locks in the amount of the insolvency exclusion. IRC section 108(d)(3).

If an insolvent taxpayer is also in Title 11 bankruptcy, the exclusion for bankruptcy
will take precedence and none of the discharge will be taxable. As discussed later,
after excluding discharge of indebtedness amounts from gross income, the taxpayer
must reduce other tax attributes pursuant to IRC section 108(b) other than qualified
real property business indebtedness, for which the reduction is pursuant to IRC
section 108(c). Taxpayers in bankruptcy or who are insolvent and who have not
applicable tax attributes or who have exhausted those attributes, may exclude
amounts of discharge of indebtedness income even though they have not remaining
tax attributes available to be reduced.

Example 1

John's liabilities are $20,000 and the fair market value of his assets are
$15,000 immediately prior to his realizing a debt discharge of $7,000.
Based on the Code's definition, John's insolvency exclusion was $5,000
(20,000-15,000). He will recognize income from discharge of indebtedness
in the amount of $2,000. Thus, cancellation of debt income is recognized to
the extent John is made solvent by the discharge.

If John had been in bankruptcy under Title 11 at the time of the discharge,
the Title 11 exclusion would have taken precedence and he would not have
recognized any taxable income from the discharge.

If your taxpayer does not qualify under Title 11 and is solvent then you need to look
to the other two exclusions. For purposes of this chapter, we will be concentrating on
the exclusion covering the discharge of farm indebtedness.
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Income from Discharge of
Indebtedness

Before any exclusion can be determined, it is necessary to define what is meant by
income from the discharge of indebtedness. Generally, a discharge of indebtedness
takes place when a creditor reduces, in whole or part, the amount owed. The income
amount is easy to calculate when the creditor simply reduces the amount owed.
Usually, though the creditor receives some type of non-cash payment which can
complicate the identification of discharge income. When a creditor reduces a debt as
compensation for services, that is treated as compensation and not as cancellation of
indebtedness. See Treas. Reg. section 1.61-12(a).

In many cases, the debtor transfers property to the creditor under an agreement that
either reduces or eliminates the debt. If property is transferred to satisfy a recourse
debt (debtor is personally liable) the property is treated as if it were sold by the debtor
at Fair Market Value (FMV). Thus, the debtor will realize gain or loss to the extent
the FMV exceeds the adjusted basis in the property. Gain or loss from the sale of
property is not subject to the exclusion provisions of IRC section 108.

If the recourse debt exceeds the FMV of the property and the creditor releases the
debtor from the remaining liability, the difference is income from the discharge of
indebtedness. (Revenue Ruling 90-16, 1990-1 C.B. 12. Treas. Reg. sections 1.166-
6(b) and 1.1001-2(c), Example 8.) In such a case, a taxpayer may realize both
cancellation of indebtedness income and gain or loss from the sale of property.

What if the property is transferred to satisfy a non-recourse debt? In that case, the
full amount of the canceled debt is treated as proceeds from the sale or exchange of
the transferred property and gain is measured by the difference between the basis of
the transferred property and the amount of the debt. This is true even if the value of
the property is less than the unpaid balance of the debt. (J.F. Tufts, 461 U.S. 300
(1983).

Example 2

In 1995 Joe York owed Mary Pope $100,000. During the year he
transferred property with an adjusted basis of $75,000 and a FMV of
$90,000 in full satisfaction of the debt.

If the debt is "recourse debt" Joe will realize a gain of $15,000 (90,000-
75,000) and income from the discharge of indebtedness in the amount of
$10,000. The $10,000 may be excludable from income if Joe York meets
one of the criteria under IRC section 108(e)(2).

If the debt had been "non-recourse debt" Joe would have realized a gain of

$25,000 (100,000 - 75,000) and -0- income from the discharge of
indebtedness. None of the gain is subject to exclusion under IRC section
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Under IRC section 108(e)(2), a taxpayer does not recognize income from discharge
of indebtedness if the payment of the debt would have been deductible as an expense
on his tax return. This can happen where interest on a loan is forgiven. Since the
taxpayer could have deducted the payment of interest, he has just lost a deduction. If
the Code included the forgiveness as income, it would also allow a deduction for the
expense; thus, there would not be any tax affect. See also Revenue Ruling 67-200,
1967-1 C.B. 15, for the treatment of interest already deducted by an accrual basis
farmer and later discharged by the creditor.

If the taxpayer owes a debt to the seller for the purchase of property any reductions
in the amount owed is generally considered to be a reduction in the purchase price of
the property and not as a discharge of indebtedness. The debt must arise from the
purchase and the debtor may not be in bankruptcy or insolvent. The taxpayer's basis
in the property should be adjusted accordingly. See, IRC section 108(¢e)(2).

After establishing that a taxpayer has income from the discharge of indebtedness the
exclusion applicable, if any, under IRC section 108 needs to be determined. Since
both the insolvency provision and the bankruptcy provision take priority over
discharge from qualified farm indebtedness, only a solvent farmer who is not in
bankruptcy can have qualified farm indebtedness. However, an insolvent farmer
who has income from the discharge of indebtedness excluded under the insolvency
exception and, thereby, becomes solvent, can then use the farm indebtedness
exclusion. But who is considered a farmer and what is qualified farm indebtedness?

Definition of Farming

Most of us feel confident that we can recognize a farm when we see one. However,
it is not always that simple, especially with the large integrated companies. As
outlined in the general introduction, most of the poultry companies are vertically
integrated from the breeder stock to the grocery store. This leaves us with the
question: “Where does the farming operation stop?” IRC section 108(g) does not
define the term “trade or business of farming” for purposes of this exclusion.

Over the years several court cases as well as numerous Code sections emerged
during the struggle to properly define the farming business. In Maple Leaf Farmsyv.
Commissioner, 64 T.C. 438 (1975), acq. 1975-2 C.B. 2, the court held that
"farming" includes the operation of an integrated poultry-processing business.

Maple Leaf Farms was extremely small by today's standards and did not include the
tremendous extension into further processing activities engaged in by most of the
current integrated companies. In many ways this has confused the issue by making it
appear that today's integrated companies will qualify as farming businesses from
start to finish. This is not accurate.
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The Code contains numerous definitions of farming, none of which include the
processing activity. IRC section 464(e) defines farming as:

"#**[TThe cultivation of land or the raising or harvesting of any agricultural or
horticultural commodity including the raising, shearing, feeding, caring for, training, and
management of animals. For purposes of this definition, trees (other than trees bearing
fruit or nuts) are not treated as an agricultural or horticultural commodity."

Treas. Reg. section 1.61-4(d) provides that the term “farm” embraces the farm in the
ordinarily accepted sense and includes poultry farms. It does not include processing

operations.

IRC section 108(a)(1)(C) was included in the Code under the same Act in 1986 that
brought in IRC section 263A. In recognition of the need for a more specific farming
definition Temp. Treas. Reg. sections 1.263A-4(a)(1), 1.263A-4(a)(4)(I) and
1.263A-4(a)(4)(i1) state that the term “farming business” does not include the
processing of commodities or products beyond those activities which are normally
incident to the growing, raising, or harvesting of such products. This is confirmed
under Treas. Reg. section 1.263A-4(a)(4)(ii1) Example 3, that specifically reviews an
integrated poultry operation and concludes the business of farming stops where the
meat processing operation begins.

Some of the integrated companies maintain separate subsidiaries for the farming and
processing operations which make it much simpler to distinguish the manufacturing
activities from the farming activities. Even with separate entities, the examiner
should still review the SEC filings, annual reports, and proxy statements for
information which divides the total sales between farming activities and processing or
manufacturing activities.

Qualified Farm Indebtedness

IRC section 108(g)(2) provides the two basic rules governing the definition of
qualified farm indebtedness:

1.  The indebtedness must be "incurred directly in connection with the operation by
the taxpayer of the trade or business of farming.

2. 50 percent or more of the aggregate gross receipts of the taxpayer for the 3
taxable years preceding the taxable year in which the discharge of indebtedness
occurs is attributable to the trade or business of farming.

Treas. Reg. section 1.1502-12 provides for a separate entity approach in calculating a
member's separate taxable income unless provided otherwise in the consolidated
return regulations. These regulations do not make any provision for a consolidated
calculation under IRC section 108 and no guidance has yet been issued regarding the
application of Treas. Reg. section 1.1502-12 to IRC section 108. Thus, status as a
farmer for purposes of the discharge exclusion is determined separately for each
member of a consolidated group.
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Example 3

A Parent Company purchases poultry from its wholly owned subsidiary and
processes the birds for sale to outside third parties. The Parent Company
does not receive any gross receipts from the trade or business of farming and
thus probably would not qualify for the IRC section 108(a)(1)(C) exclusion.

In specifying the type of debt contemplated in this section, the Senate Finance
Committee stated that:

Qualified agricultural indebtedness is defined as debt incurred to finance the
production of agricultural products * * * (including timber) or livestock in
the United States, or farm business debt secured by farmland or farm
machinery and equipment used in agricultural production. S. Rep. No. 99-
313, 2d Sess. 272 (1986).

Qualified Person

Congress wished to ensure that only people who truly
needed the special help received benefit from the
discharge rules. Thus there are several limitations under
IRC section 108(g)(1)(B).-. In order to be a qualified
person:

1.  The creditor must be actively and regularly engaged in the money lending
business or a government agency or its agent.

2. The creditor cannot be related to the farmer.

3. The creditor cannot be the person (or a person related to such person) from
whom the farmer purchased or received the property.

4.  The creditor (or a person related to the creditor) cannot receive a fee with
respect to the farmer's investment in the property. This limitation eliminates the
possibility of profit for a shelter promoter.

The exclusion for the discharge of farm indebtedness is limited by IRC section
108(g)(3) to the total of the taxpayer's adjusted tax attributes in the year the debt is
cancelled plus the total adjusted basis in all qualified property held by the taxpayer as
of the beginning of the tax year after the tax year in which the discharge took place.
Anything over the limitation amount is recognized as taxable income.

The limitation accomplishes two purposes. It defers the recognition of income by

spreading it over the depreciable lives of the farmer's remaining assets. If the tax
attributes are not large enough to provide a deferral it causes the income to be
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currently reported thus ensuring that the income will not be permanently deferred.
Congressional intent was to allow a deferred benefit rather than a complete exclusion
for solvent farmers which would, in turn, ease the credit crisis in the farming sector.

Example 4

The Farmers Home Administration (FmHA) discharged $12,000 of farm
debt incurred by Ada Bullock. For the three years immediately preceding
the debt discharge year, 50 percent or more of Ada's total gross receipts
were attributable to farming.

The full $12,000 is excludable from Ada's income under IRC section
108(a)(1)(C) subject to the limitations in IRC section 108. The discharge
was made by a qualified person and the debt was qualified farm
indebtedness.

Reduction of Tax Attributes foﬁ

Farmertrs

Earlier it was noted that the bankruptcy and insolvency exclusions take precedence
over the exclusion for farmers. This is important. In addition to limitations on farm
debt, the order of reduction in tax attributes differs based on the specific exclusion
under which the discharge qualifies.

Under IRC section 108(g) the exclusion for qualified farm indebtedness cannot exceed
the sum of (1) the adjusted tax attributes of the taxpayer and (2) the aggregate adjusted
basis of all qualified property held by the taxpayer as of the beginning of the taxable
year following the taxable year of discharge.

The order in which of tax attributes must be reduced under the farm exclusion is:

Net operating losses.

General business credit carryovers.

Minimum tax credit.

Capital loss and capital loss carry forward.

Basis of qualified property.

Losses and credits disallowed (and suspended) under passive loss rules.
Foreign tax credit carryovers.

Nk WD =

The main difference under this exclusion versus the bankruptcy and insolvency
exclusion involves the reduction to asset basis. The two main exclusions allow a
reduction to the basis of all assets and include this basis reduction as part of the regular
tax attributes between items D and E above. The farm exclusion limits the basis
reduction to qualified property but does not change the order in which the attributes
are reduced. See, IRC section 1017(b)(4).
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Qualifying property for farmers is property used or held for use in a trade or
business or for the production of income.

Example 5

John Dade received $20,000 income from the discharge of qualified farm
indebtedness. He has the following assets and basis:

e  Personal Residence 50,000
e Rental Property 10,000
e Tractor -0-

If John is insolvent or under Title 11 bankruptcy he can apply the basis
reduction to all assets. Under the farm exclusion, only the tractor and the
rental property are qualifying property. Note: The exclusion is not limited
to farm property, the rental property qualifies as income producing property.

Any reductions to basis are treated as depreciation reductions subject to recapture if
the property is later sold or disposed of by the taxpayer. See, IRC section 1017(d).

Amount and Manner of Reduction

Generally, the amount of the reduction in tax attributes is one dollar for each dollar of
income excluded, except for credits where the reduction is 33 1/3 cents for each
dollar excluded. The reduction to the tax attributes is made after the end of the tax
year. Thus, it does not affect the year of discharge.

The reductions within each category of attributes
pertaining to losses and credits are made in the order in
which the attribute would have been used. Thus, the
current year"s loss would be reduced first then any
further reductions would be made to loss carryovers iIn
the order in which they arose. This holds true for the
credits and credit carryovers also.

An excess of discharge over the available tax attributes and qualifying property is
gross income except for taxpayers relying on the qualified farm indebtedness
exclusion of IRC section 108(a)(1)(C). Taxpayers in bankruptcy can exclude
amounts in excess of their reduction in tax attributes. Insolvent taxpayers can exclude
amounts in excess of their reduction in tax attributes, but only up to the amount of the
insolvency.

Under IRC section 1017(b)(4)(C), an interest of a partner in a partnership, or a stock
interest of a parent corporation in an 80 percent or more owned subsidiary, may be
treated as depreciable property for basis reduction purposes if there is a corresponding
reduction in the basis of qualifying depreciable property held by the partnership or
corporation.
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Example 6

Using the information from Example 5, the exclusion under qualified farm
indebtedness would be $10,000, the basis in qualified property.

IRC SECTION 1017

IRC section 1017 provides the rules under which the basis in property is reduced for
an IRC section 108 exclusion. It outlines the appropriate asset order for each type of
exclusion.

In the case of the qualified farm indebtedness exclusion, the basis in qualified property
must be reduced in the following manner as per IRC section 1017(b)(4)(A):

1.Depreciable property
2.Land used or held for use in the business of farming
3.0ther qualified property

Under IRC section 108(b)(5) a taxpayer may elect to apply the tax attributes reduction
first against depreciable property (land is not depreciable). The election applies only
to qualified property in the case of an exclusion of qualified farm indebtedness. This
is a very attractive election for a solvent taxpayer with credits or net operating losses
which are usable in the next tax year. The effect of the election is that the lower
depreciation is incurred ratably over the life of the asset while allowing an immediate
benefit from the other tax attributes. The longer the asset life, the more attractive this
election is to the taxpayer.

Form 982 (Reduction of Tax Attributes Due to Discharge of Indebtedness) must be
filed with the return for the taxable year of discharge in order to make the election to
reduce basis of depreciable property under IRC section 108(b)(5).

FORGIVENESS OF SHAREHOLDER DEBT

The discharge of indebtedness of a shareholder's debt by a corporation is treated as a
distribution of property and IRC section 108 does not apply. A shareholder whose
debt to a corporation is forgiven realizes dividend income to the extent of the
corporation's earnings and profits available for distribution.

If the shareholder's debt is canceled in connection with the complete liquidation of the
corporation, the cancellation is treated as a distribution of property in exchange for
the shareholder's stock. Consequently, the amount treated as received for the debt
enters into the determination of the shareholder's gain or loss on the liquidation.
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ACQUISITION OF DEBT BY RELATED PARTY

IRC section 108(e)(4) treats the acquisition of debt by a person related to the debtor
from an unrelated creditor, as an acquisition by the debtor. This means that the debtor
is seen as canceling his or her debt for the amount paid for the debt by the related
party. Treas. Reg. section 1.108-2(a). The debtor’s amount realized as income from
discharge of indebtedness is measured by reference either to the adjusted basis of the
related holder in the indebtedness on the acquisition date or to the fair market value of
the indebtedness on the acquisition date, depending on whether the holder previously
had acquired the indebtedness by purchase on or less than 6 months before the
acquisition date. Treas. Reg. section 1.108-2(f). Income so realized is excludible from
gross income to the extent provided in IRC section 108(a).

AUDIT TECHNIQUES

1.In some cases, the taxpayer will have attached a written election outlining the
transaction, the qualifying exclusion, and any elections under IRC section 1017.
This will normally be true for qualified farm indebtedness exclusions since these
are voluntary elections. If such a statement is not attached this information
should be requested.

2.A second way of locating a transaction under IRC section 108 is provided through
the normal balance sheet comparative where a large decrease in payables could
lead to a more in-depth review of the general entries to verify if any discharges
have occurred.

There have been several incidents in which a solvent taxpayer has claimed an
exclusion under the qualified farm indebtedness even though they did not meet
the rules under IRC section 108(g). Some have attached elections and others
were found by analyzing the payables. Most were ineligible due to their
nonfarm status.

3.For qualifying taxpayers the examiner should verify that tax for the taxable year
following the year of discharge was computed after the reductions to tax
attributes under IRC section 108(b) or IRC section 1017 were made. If a basis
reduction was made the examiner should review IRC section 1017 and ensure
the proper order of reduction was followed.

NOTE: All reductions are made after tax is determined for the discharge year.
If a discharge does not qualify for exclusion the effect on the current year will
be an adjustment disallowing the exclusion of income from the discharge of
indebtedness. The adjustments to future years will be in the taxpayer's favor
since they deal with reinstating the tax attributes to the amounts prior to any
reductions.
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In most cases the agent will follow up to make sure the taxpayer has the
necessary information to correctly file future returns. However, some of the
larger companies prefer to handle these corrections in house.

4.Any time property is transferred in full or partial satisfaction of a debt the
calculations determining the debt discharge versus the gain should be closely
scrutinized. This is a very common area for mistakes. It is to the taxpayer’s
advantage to classify the entire gain as debt discharge so it can be excluded.
For example:

a. The gain on foreclosure sales involving non-recourse debt is often
calculated using the FMV of the property instead of the full amount of the
cancelled debt.

b. The gain from the transfer of property under a non-recourse debt is
sometimes incorrectly treated as income from the discharge of debt and
excluded from income under the insolvency provisions.

5.The creditor should file a Form 1099-C, if it is a financial entity or a part of the
Federal Government, or another entity specified in IRC section 6050P(c) any
time debt has been forgiven. Many creditors are confused by the rules dividing
gains and losses from debt discharge as highlighted by the numerous errors noted
in the Forms 1099-C filed by FmHA. Examiner should verify the accuracy of
any Form 1099-C. Also, note that a Form 1099-C only reports the amount of
discharged debt. It does not indicate whether the debtor may exclude amounts
from gross income under IRC section 108.

6.When corporate debt is acquired at a discount from a bank or government agency by
a controlling shareholder (related party) the company should report income from
discharge of indebtedness. The corporation may overlook this income.

SUMMARY

IRC section 108 provides a benefit to eligible taxpayers with some very strict rules as
to who qualifies along with the order and amount affecting tax attributes. Unless a
taxpayer is in bankruptcy or insolvency, any discharge of indebtedness will be offset
equally by either a reduction to a tax attribute or inclusion in taxable income.
Taxpayers in bankruptcy or who are insolvent are also required to reduce tax
attributes, but may still exclude amounts after their tax attributes are exhausted.

The benefits of IRC section 108 are only available on discharge of indebtedness

income. Thus, it is very important to correctly identify any other income involved in
a transaction in which there appears to be a debt discharge.
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Given all of the precautions taken by Congress to ensure
only specific situations were to receive the special
exclusions it is apparent that the benefits under IRC
section 108 can substantially affect the amount of
federal i1ncome taxes owed when a debt is discharged.
Under these circumstances, it can be expected that
taxpayers will strive to place themselves under its
protective umbrella.
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Chapter 6

"SWEETHEART DEALS"
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INTRODUCTION

A common practice in the poultry industry is the placement of chicks (broiler flocks)
with independent growers to meet the company's production requirements. Each
grower enters into a contractual arrangement with the poultry company. The typical
contract is designed by the company and is normally limited to one year or one flock.
The poultry company, also known as the integrated company, normally uses their own
hatcheries in order to obtain the chicks needed for placement. These hatcheries enable
them to control the quality of the birds used as well as maintaining a steady supply of
chicks. The one-day-old chicks are delivered to the farms by the poultry company
trucks per a pre-determined schedule. The flocks are numbered and monitored from
the placement date to the completion date by technicians employed by the poultry
company. The feed and medication are produced or supplied by the company with
specific daily requirements for optimum weight gain.

Poultry contracts are advantageous to both the growers and the integrators. The
benefits inherent in these contracts for the growers include: (1) less production and
price risk, (2) insulation from price changes, (3) relatively predictable income, (4)
reduction of production responsibilities, and (5) less operating capital required. The
integrated companies benefit through the fixed assets provided by each grower,
reduced liability for disposal of dead birds, quality management, and an increase in
performance which is obtained from flocks on competitive contracts.

Per these contracts, the integrators are responsible for furnishing the growers with
chicks, feed, and medication for the production of their broilers. In addition, they
provide technical advice periodically during the growout period, which normally
requires 4 to 6 weeks. The production weight per each bird will range from
approximately 4 to 6 pounds depending on several factors. These include the birds'
final destination as well as the flock mix and the company's current needs.

7-1 3123-013



The grower's duties include furnishing all labor, utilities, supplies, housing, and
equipment. Depending on company policy the grower may also provide the fresh
sawdust or litter which is placed in the poultry houses prior to the arrival of each new
flock. Under the contract, the grower agrees to care for the flocks' feed and medical
needs, maintain a healthy and disease free environment, dispose of dead birds in
accordance with local and state laws, and assist the catching crews in loading the
flocks. All housing and equipment must be maintained according to the standards set
by the companies.

As compensation under the contract, growers receive a payout or settlement after the
birds are picked up and taken to be processed. The final settlement is normally less
than one cent per pound and computed on the net weight gain per bird. Delivered
weight is subtracted from the production weight to obtain the net gain per flock. An
incentive payment is made for the growers producing above average gains compared
to the other growers in the same growout complex. A growout complex is a
geographical location of several growers.

Increasingly, integrators have entered into long-term contracts with the growers in
order to encourage additional construction of houses. This agreement allows the
grower to obtain financing for expansion needs while providing the company with
houses in good locations. A pre-determined amount is paid to the grower as a "new
house" fee, which is included in the growout settlement payment.

PRE-1986 LAW

Prior to 1986, the Commissioner of the Internal Revenue Service tried unsuccessfully,
in numerous court cases, to challenge a taxpayer's method of accounting when using
the cash method of accounting. The primary issue had been that the cash method of
accounting adopted by the taxpayer did not clearly reflect income. The
Commissioner relied on IRC section 446 which gives him the authority to change a
taxpayer's accounting method when income is not clearly reported.

For a taxpayer to use the cash method of accounting, they had to be a farmer or
rancher. IRC section 464(e) defines "farming" to mean "*** the cultivation of land or
the raising or harvesting of any agricultural or horticultural commodity including the
raising, shearing, feeding, caring for, training, and management of animals."

Treas. Reg. section 1.61-4(d) definition of "farm". “As used in this section, the term
"farm" embraces the farm in the ordinarily accepted sense, and includes stock, dairy,
poultry, fruit, and truck farms. It also includes plantations, ranches, and all land used
for farming operations. All individuals, partnerships, or corporations that cultivate,
operate, or manage farms for gain or profit, either as owners or tenants, are designated
as farmers.”
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In United Statesv. Chemell, 57-1 U.S.T.C. 9679, the Fifth Circuit concluded that
taxpayers engaged in the business of hatching chicks and arranging for and
supervising the care and growth of the chicks, were engaged in the business of
"farming", even though the taxpayers were not involved in the growing of crops or
the tilling of soil. The taxpayers operated a chick hatching facility and a broiler
hatchery facility. They were engaged in a typical "growout" operation with chicks
being placed with area farms for a period of 10 or 11 weeks. All operations were
conducted under the supervision of the taxpayers and their employees. Under these
circumstances, the court found that the taxpayers were "farmers" for federal income
tax purposes.

The Tax Court went even further in Maple Leaf Farms, Inc. v. Commissioner, 64 TC
438. Maple Leaf Farms was a small, partially integrated company involved in the
meat processing business. The company grew approximately 10,000 ducks on its own
property and contracted with independent growers for another 90,000 ducks each year.
The company purchased one-day-old ducklings and supplied them "at a charge" to the
growers. In addition, the company provided feed and medication, carried and paid
insurance and taxes on the ducklings, and retained legal title to the ducklings under
state law. The Tax Court held that the taxpayer was a farmer because:

(1)  There was significant participation on the taxpayer's part in the growing
process; and,
(2)  There was a substantial risk of loss from that process.

These and other cases outlined a very broad definition of who qualifies as a farmer,
which provided substantial loopholes for the tax shelters of the 1980's. Due in large
part to many of the publicly marketed shelters Congress took action in 1986 to narrow
this definition.

POST-1986 LAW

THE TAX REFORM ACT OF 1986 made changes to the computation of alternative
minimum taxable income with respect to farm losses. IRC section 58 disallows farm

losses of non-corporate taxpayers from any tax shelters farm activity. S. Rep. No 99-
313, 2d Cong., ond Sess., at 527 (1986), 1986-3 C.B., Vol. 3, 527, states:

"Any passive farm loss of an individual, to the extent not already denied for minimum tax
purposes under the preference described above, generally is treated as a preference. A
passive farm loss is defined as the taxpayer's loss for the taxable year from any tax shelter
farming activity. The amount of the preference is reduced, however, by the amount, if any,
of the taxpayer's insolvency, as measured using a standard similar to that set forth in IRC
section 108(d)(3).

For purposes of this provision, the term "tax shelter farm activity" means (1) a farming
syndicate (as defined in IRC section 464(c), as modified by IRC section 461(i)(4)(A), and
(2) any other activity consisting of farming unless the taxpayer materially participates in
activity. A taxpayer is treated as materially participating in the activity under the material
participation standard set forth for regular tax purposes in IRC section 469 (relating to
passive losses), if a member of the taxpayer's family (within the meaning of IRC section
2032A(e)(2) so participates, or if the taxpayer meets the requirements of paragraph (4) or
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(5) of IRC section 2032A(b) (relating to certain retired or disabled individuals and surviving
spouses)."

The shelters also highlighted the problems encountered by the allowance of current
year expenses for the raising of livestock. It provided opportunities for taxpayers to
defer income, sometimes indefinitely, by manipulating farm expenses. Although
Congress wished to maintain beneficial deductions for the true small farmers, they
also wanted to stop the abuse seen in the tax shelters and by some of the large
integrated companies. In pursuit of this objective, Congress passed IRC section
263 A, which provides pre-productive rules outlined in the regulation below.

IRC section 263A

IRC section 263A provides that taxpayers that are required by IRC section 447 or 448
to use an accrual method of accounting or prohibited from using the cash method,
respectfully, must capitalize the direct and indirect costs of producing animals. See
IRC section 263A(d). The costs that are required to be capitalized include the
acquisition costs of the animals, as well as the pre-productive period expenses of such
animals. See Treas. Reg. section 1.263A-4(b)(2)(11).

"SWEETHEART DEALS"

The examination of poultry companies should include an analysis of the growout
contracts. Most contracts are with unrelated third party growers that are arm's length
transactions. However, corporate officers, majority stockholders, their family
members, and close business associates, may be given access to special arrangements
involving these contracts. The industry name for these special contracts with
"insiders" is "Sweetheart Deals".

During the early 1980's, investment brokers sold specialized growout programs
nationally. The investor was given year-end deductions for large payments that
included the purchase price of the chicks, the feed and medication, technical services,
the total expected growers pay, and the catch and haul expenses. The investor would
not realize the income generated from these contracts until the following tax year.
Due to the changes in the tax law, these types of tax shelters all but disappeared after
1986.

Following the downfall of the publicly sold tax shelters, some of the companies set up
a new plan under the title "Sweetheart Deals". The corporate "insiders" needed a
vehicle through which they could obtain large losses to offset their corporate salaries
and other sources of income. The "Sweetheart Deals" provided just such benefits by
shifting various costs from the companies records to the
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insider's tax return. By devising an internal system of accounting for the "Sweetheart
Deals", the stockholders and corporate employees are kept unaware of the
transactions.

A company employee prepares documents that assign numerous grower contracts to
selected "insiders". Amounts are designated as the separate prices covering the
chicks, feed, medication, technical services, etc., which are purchased from the
corporation. These arrangements always occur in the last month or two of the
"insiders" tax year. The flocks are sold in the following tax year. Thus, the insider
reports a large loss in the first year with all profits in the second year. At a minimum,
this defers the tax due by one year. In some cases, it can even change the tax rate
applicable to the deferred income.

Typically, the insider will repeat the arrangement in year two. This will push the
profits into year three. In order to keep deferring income the number of birds or the
costs must be increased from year to year. The decision to enter into a new year end
arrangement will depend on the investor personal tax situation.

Example 1

In Year 1 Mr. Jones, a friend of the corporate CEO, was assigned contracts
covering 5,000,000 broilers that were placed in grower houses during the
last 2 months of Mr. Jones' tax year. Prior to his tax year-end he paid the
company 10 cents for each chick, $500,000 for feed, and $50,000 for
medical and technical services. In Year 2 when the birds reached maturity,
Mr. Jones sold them to the company for $1.1 million. In Year 1, his tax
return will show a loss of $1,050,000 on a schedule F. In Year 2, he will
report a profit of $1,100,000 or he can enter into new assignments at the end
of Year 2 and keep rolling the income forward.

The invoices provided to the insider supporting these transactions are not usually run
through the regular corporate accounting system. The main corporate employee privy
to this information maintains complete control of all the paper work, including checks
written at year-end, as well as the subsequent sales proceeds. The cash, accounts
receivable, and miscellaneous expense accounts are often the accounts used by the
company to record the applicable journal entries. The net income or loss to the
corporation may be credited or debited to the miscellaneous expense account.

The payments for chicks, feed, and medication, etc., are normally based on historical
or estimated costs and not on the actual costs. In most situations, the actual costs to
the corporation for feed, technical and medical services, etc. are more than the
contracted amounts paid by the insider. The insider is not liable for any amounts in
excess of the contracted costs.
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Example 2

Under Example 1, the flocks assigned to Mr. Jones in Year 1 had actual feed
costs of $650,000. Mr. Jones is not liable for the $150,000 in excess of his
contracts with the company. If the actual feed costs had been $400,000, he
would not have received a refund of $100,000. Mr. Jones' feed costs are set
by the contract not by actual expenditures.

The corporate explanation for these favorable transactions may be the shifting of their
risk of loss due to the large number of flocks in various stages of completion. By
"selling" the flocks to the investors the company would not be liable for any loss if the
flock is destroyed by fire, tornado, etc. In reality, the company normally absorbs the
loss in these situations. A new flock may be substituted for the lost flock or the lost
flock will be shown as "sold" back to the company based on estimated weights.

AUDIT TECHNIQUES

The examiner will need copies of all contracts pertaining to these arrangements as well
as the accounting treatment by the company and the investor. Any departures from
normal procedures should be documented. If the company issues an invoice covering
the feed "sold" to the investor, yet the invoice is not included in the company's feed
accounting system, this would indicate that a true sale of feed to the investor did not
take place. All invoices issued to the investor should be traced through the company's
accounting system.

The dates each relevant event took place and how it affects the overall transaction will
need to be determined. The investor's records should include the cancelled checks to
the company, bank clearance dates, contract dates, loan dates, and sale dates. These
should be compared to the flock placement and settlement dates, company deposit
records, and company check date, with follow up questions on any discrepancies.
Exhibit 6-1 provides a good starting point when requesting information from the
investor.

In-depth interviews can be the examiner's best method of establishing the facts in these
cases. Probably the most important interview is with the corporate employee handling
the arrangements. This individual can provide valuable information concerning the
company's normal procedures, how the calculations for costs and sales are determined,
as well as how any flock losses were handled. Examples of questions that can be
asked during an interview are listed in Exhibit 6-2.

Calculations are a major component in these arrangements. The examiner needs to

verify if the costs are based on actual expenses for the flocks under assignment or if
some type of historical or estimated amounts were used. Any documents or special

investor needs which were considered by the company to determine each of the cost
and sale amounts should be requested and reviewed.
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Other "SWEETHEART DEALS" can include the use of corporate entertainment
facilities, excess rents being paid to the "insiders" for farm structures, such as hog
farrowing and finishing houses, and waste water treatment facilities located near their
corporate owned processing plants. Normally the amounts paid to the insiders are not
comparable to a true arms length transaction.

Many of the insider transactions can be found in the company's SEC filings as well as
inspection of related returns. Others are found during interviews, routine analysis of
unusual journal entries, or newspaper articles. Once a special insider arrangement is
identified, the examiner can look for a unique feature that may help identify any
similar arrangements. For example, companies often separate the transactions relating
to insider poultry contracts by running all related journal entries through a special
account or cost center. Thus, by establishing which account or cost center is used the
examiner can identify the individuals involved in similar arrangements.

SUMMARY

Most of these activities appear to be ordinary and necessary type business
expenditures. However, the facts and circumstances may reveal various schemes
structured by corporate insiders. These "Sweetheart Deals" may be reported by the
insiders as farm income and expenditures that will allow them to offset other sources
of income with their tax shelter farming activity. One question should come to mind,
is there a valid business purpose for these arrangements? At a minimum, these are
passive activities.

The exhibits include a proforma IDR that should provide some background as to the
type of contracts the company has signed with insiders. This IDR can be used in
conjunction with an audit of the investor.

As previously noted, Exhibit 6-2 is a sample interview directed towards the company
employee who handles the records for both parties or at least for the company. This
will normally be someone in the company accounting department and not an outside
accountant. It will probably be the same individual who signed the contracts as the
company representative.
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Exhibit 6-1 (1 of 3)

Information Document Request Items

The Information Document Request lists some of the contracts and documents that may be
applicable in examining taxpayers involved in the poultry industry. The following explanations
will provide the examiner with a brief overview of these documents.

The following request items (with comments) should be considered during the examination of a
poultry producer/integrator.

1.

ASSIGNMENT OF CONTRACT RIGHTS AND AGREEMENT FOR SERVICES
(GROWERS CONTRACTS ASSIGNED).

COMMENT: To give the appearance of an arm’s length transaction, the insiders will
purchase from the producer/integrator their contract rights to various independent growers.
This assignment grants all the rights and privileges to the insider that the producer/integrator
possesses. This would, in effect, transfer the management and control of the growers to the
insiders. What has been ferreted out of these arrangements is the fact there has been no
transfer of the contract rights. The independent growers are unaware that their contracts have
been assigned. The producer/integrator continues to meet all obligations stipulated I the
contracts.

GROWER'S INDIVIDUAL CONTRACTS WITH THE INTEGRATOR.

COMMENT: Each individual grower signs a new contract each year with the
producer/integrator. This contract outlines the duties and responsibilities of both parties. The
grower’s pay will be included as well as any incentive terms. If any grower in the grow-out
complex out produces his fellow growers or exceeds some predetermined weight gain factor
there will be a bonus payment. Growers are also paid a building fee (house allowance) about
which is paid to encourage construction of additional houses for production purposes. Look
for differences between your investor and the regular contracts.

AGREEMENT FOR PURCHASE OF FEED, MEDICATION, AND TECHINCAL
SERVICES.

COMMENT: This agreement will list the price to be paid by the insider for feed, medication,
and technical services. All of these items will be produced or provided by the
producer/integrator to each grower. Specific instructions are given to the growers by the
producer/integrator. Feed ratios and amounts are given as well as the medication
requirements. Technical support personnel are provided by the producer/integrator.
Examiner will need to determine if the charges to the investor are actual or estimates. If they
are estimates and/or the investor is not liable for any expenses over the contracted amounts
the company has not shifted its risk.
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Exhibit 6-1 (2 of 3)

PURCHASE AGREEMENT FOR CHICKS.

COMMENTS: The purchase agreement for chicks is a set amount per bird charged by the
producer/integrator. The growers, unlike the investors, do not purchase chicks from the
producer/integrator. This gives the appearance of risk being shifted from the
producer/integrator to the insiders. In order for the insider to effectively achieve the tax
benefit desired, the quantity of birds will probably be calculated using historical costs. The
number of chicks purchased will dictate the amount of feed, medication, etc., needed to
generate the loss.

AGENCY AGREEMENT (CORPORATE EMPLOYEE IN CHARGE OF
GROWOUT PROGRAM).

COMMENT: The agency agreement provides a monetary amount to be paid to the
producer/integrator employee that is in charge of the insiders’ grow-out contracts.

TAXPAYER'S LIVE POULTRY GROWOUT SETTLEMENT STATEMENTS FOR
ALL GROWOUT LOCATIONS.

COMMENT: Taxpayer’s Live Poultry Grow-out Settlement Statements are provided to each
insider upon the sale of their grow-out contract flocks. These statements provide a complete
detailed summary of the number of chicks placed at each grower site, the final number of
birds marketed, the feed and medication totals, total weight of birds placed and marketed,
gross selling price, death loss, condemned bird count, grower’s pay, and other pertinent
information concerning the flock production. It should be noted that the actual costs for the
flocks on the company books do not match the amount paid by the insiders.

INTEGRATOR'S FEED DELIVERY TICKETS & INVOICES FOR GROWOUT
CONTRACTS.

COMMENT: Feed delivery tickets and invoices should be obtained in order to ascertain the
totals delivered and billed to the insiders. Approximately 90% of the total feed required for
the flocks will be delivered prior to year-end. The balance will be used to finish the flocks
for the desired slaughter weight. Do these tickets match the amounts paid by the investors?

INVOICES FOR CHICKS PURCHASED, FEED, MEDICATION, CATCHING AND
HAULING FEES, AND HOUSING FEE (GROWERS PAY).

COMMENT: Actual invoices for chicks, feed, medication, catch and hauling fees, and
housing fees (grower’s pay) should be reviewed in order to confirm that the prices paid by the
insiders is an estimate using historical costs in lieu of actual cost. This benefits the investor
by locking in production costs and making it possible to provide customized gains or losses
for each investor.
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Exhibit 6-1 (3 of 3)

The producer/integrator absorbs any loss, granting the insider another opportunity to
withdraw finds without a tax burden. As long as the flocks placed in production at year-end
continue to increase, the insiders have a permanent tax deferral. The risk of loss argument is
seriously diluted by this arrangement.

DELIVERY TICKETS FOR ALL CHICKS DELIVERED BY INTEGRATOR.

COMMENT: Actual delivery tickets for chicks delivered to various growers should be
analyzed to confirm the quantity, date of delivery, location of the growers, etc., per the
assignment agreements. These should prove to be beneficial in confirming weights and
quantities used on the settlement statements.
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10.

1.

12.

13.

14.

15.

16.

Exhibit 6-2 (1 of 2)

POULTRY GROWOUT INTERVIEW

Which department or individual/individuals is/are responsible for the corporate accounting
entries involving the poultry grow-out contracts?

Are any growers given preferential treatment for flock, feed, medical, etc. deliveries? If so,
who determines this?

Are any poultry grow-out contracts offered to outsiders? If so, when and how? For what
purpose are these contracts offered? Is there any risk of loss benefit to the company?

Are any poultry grow-out contracts offered to corporate officers, board members, family
members, or close associates?

Are these contracts given any preferential treatment?
Who stands the risk of loss due to any disease, natural disaster, etc.?

If there is a loss, does the company stand the loss in order to protect the growers and the
investors? Are the growers given equivalent pay when the flock is destroyed?

Are the investors, outsiders, and insiders protected by the company against such a loss? Are
they given the same protection?

How are the poultry grow-out 